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Editor’s Notes Challenges 
For Professionals
Until 1896 there were none. Today 
there are more than 100,000. Who are 
they? Certified public accountants. 
John L. Carey states:
“The accounting profession in the 
U.S. has come from nowhere, liter­
ally, in just over 80 years, to a posi­
tion of crucial importance in the 
American economy. The certified 
public accountants can fairly claim to 
be the only true profession in the field 
of finance and management.’’
Compared with other professions such 
as medicine and law, the accounting 
profession is very young. The 
members of the accounting profession 
have more than a claim to com­
petence; they enjoy social and 
economic esteem.
As members of a profession accoun­
tants face certain challenges: retaining 
high educational standards, rendering 
quality service, meeting changing 
social forces, and maintaining per­
sonal integrity.
Educational Standards
Minimum educational standards are 
prescribed prior to entering the profes­
sion. In general, this is a college 
degree, but recently has been ex­
panded to a five-year program at some 
universities. Certification is the stan­
dard governing admission to the pro­
fession. The CPA, CIA or CMA license 
grants status or special designation 
within the profession. The accountant 
today must continue with post-college 
education, a necessity to remain 
abreast of the rapid changes in profes­
sional knowledge.
In addition to mastery of the body of 
specialized knowledge, the profes­
sional also needs a liberal education
“to grow in self-mastery and personal 
depth, to develop wider and deeper 
appreciations, to acquire an en­
thusiasm for hard work, to love good 
talk and good books, to delight in the 
adventures of intellectual curiosity. ”
Association of American Colleges
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Quality Services
The accounting professional must 
be competent in the eyes of the public. 
Quality performance in complying with 
accounting standards is absolutely 
essential. Rholan E. Larson, past 
chairman of the AICPA Board of Direc­
tors, stated at the October 3, 1983 
annual meeting that quality is not an 
option, but a means of survival. He fur­
ther stated:
“If the credibility of our product and 
our services diminishes, the demand 
for our product and services will also 
diminish. Quality is in the public in­
terest. But quality is also a matter of 
self-interest. ”
The size of the firm in which the pro­
fessional practices does not matter or 
the size of the clients served. What 
does matter is the quality of the ser­
vices rendered. That quality is very 
well expressed by Douglas Malloch in 
his poem:
“If you can’t be a highway, 
then just be a trail,
If you can’t be the sun, be a star;
It isn’t by size 
that you win or you fail —
Be the best of whatever you are!”
Changing Social Forces
One of the characteristics of a pro­
fessional is that the responsibility is to 
clients and the public and not only to 
corporate management. The interests 
of others rank ahead of those of the 
professional. Improving business effi­
ciency and growth is another public 
contribution made by the accountant.
The professional’s services must be 
relevant to the needs of a changing 
society. Social obligations need to be 
recognized, such as making political 
and social representation on taxation, 
legal and financial matters.
There will be a continual need on 
behalf of the professional to continue 
his or her education, to improve stan­
dards of performance, to enlarge ser­
vices rendered and to carry heavier 
responsibilities. A complex and rapid­
ly expanding body of knowledge is pro­
ducing standards overload problems. 
The professional in a changing society 
will have these problems to confront as 
well as the problems of increasing 
competition and solicitation.
Personal Integrity
The accounting professional will 
need to maintain a high level of com­
mitment, honesty, integrity and 
business confidence. In addition, the 
professional auditor must be indepen­
dent and appear to be independent 
and objective. To sum up personal in­
tegrity, William Hersey Davis said:
“...character is what you are;
...character grows up from within;
...character is built in a lifetime;
...character grows like the oak.”
Conclusion
The accounting professional is living 
in Alvin Toffler’s Third Wave, the era 
of post-industrialism — the service 
society. The accountant must face the 
changing needs of the future, its many 
technological changes, and must be 
innovative in planning for the future. 
Oliver Wendell Holmes said:
“The great thing in the world is not 
so much where we are but in what 
direction we are moving. ”
If professional accountants are 
meeting these challenges of personal 
growth, continuing education and 
public service, the profession is mov­
ing in the right direction. Ω
Letters to the Editor
Walkup Letter
Melanie Walkup’s letter in the 
January 1984 issue reflects to a “T” 
what I would like to see in The Woman 
CPA.
As a new member of ASWA, I was 
disappointed in the first issue of the 
magazine that I received. It really did 
not address women in accounting.
Joy A. Barker, CPA 
Lincoln, Nebraska
I agree with Melanie Walkup (letter 
in January issue) that The Woman CPA 
needs “to print articles that are less 
technical and of more general interest 
to women professionals.” I feel that 
she has made many valid points.
Mary E. Moran, CPA 
Anne Montgomery, CPA 
Glen Ellyn, Illinois
A round of applause for Melanie 
Walkup who cared enough about 
“our” publication to offer her sugges­
tions for improvement. What she is 
really asking for is a magazine for The 
Woman CPA.
I would like to add though that, as 
a Bulletin Chairman of ASWA, I realize 
that you can only publish what you 
receive. So, any suggestions on how 
we can get those articles?
Elizabeth B. Rains, CPA 
Tulsa, Oklahoma
In response to your invitation to com­
ment on the view expressed by 
Melanie Walkup in her letter pub­
lished in the January issue of The 
Woman CPA.
I agree 100%!!
Kathryn Geneson, CPA 
Tulsa, Oklahoma
Readers:
The Woman CPA began, basically, as 
a house organ for the memberships of 
AWSCPA and ASWA. Through the 
years, it became a printed showcase 
for professional articles primarily 
authored by the members of AWSCPA 
and ASWA. It was to provide a vehicle 
for the writings of our membership. 
And recently, The Woman CPA has 
evolved into a full-fledged professional 
journal accepting articles from both 
sexes on a blind-refereed basis.
Our readers are encouraged to sub­
mit articles and to write letters on im­
portant professional issues in addition 
to comments on published articles. 
The Editor
Potter vs. DHS
I enjoyed your editorial on “Implica­
tions of Potter vs. Deloitte” in the 
January issue of The Woman CPA. I 
read about the same case in the Wall 
Street Journal but this seemed to be 
more informative. I have shown the ar­
ticle to some of my male colleagues 
and they were of the same opinion.
One of the problems of the smaller 
firms is training new accountants and 
then having them start out on their 
own. Even if the departing accountant 
takes only a couple of accounts it is a 
drain on the small firm. It is a fact in 
life that people move onward but when 
they are put in a position of being hired 
by a larger firm, it is difficult for them 
to decline, and that is a bigger blow to 
the small employer. I feel that this 
lawsuit may clear some of the air in this 
regard, and hopefully give some relief 
to the employer.
Mary E. Steiner, PA 
Toledo, Ohio
Your January editorial is great. I 
missed the article in the Wall Street 
Journal and enjoyed reading about 
Potter vs. DHS and your comments on 
it.
I also like the cover.
Dr. Ula K. Motekat 
Old Dominion University
AWSCPA
North Central Region 
Conference
June 8-10, 1984 
Saint Mary’s College 
Notre Dame, Indiana
The conference program, designed to 
provide eight hours of continuing pro­
fessional education, focuses on manage­
ment skills development.
Outcome Thinking
Much of management activity is 
problem-focused. The best managers 
focus on outcome rather than on prob­
lems. They create alternatives and keep 
in mind their overall long-term goals. Rita 
Cashman explains this process and tells 
how to use it. President of Cashman 
Associates, Oak Park, Illinois, she is a 
specialist in counseling on how to achieve 
superior performance and how to improve 
personal and professional effectiveness.
Career vs. Family
Fast becoming the hot issue for profes­
sional women, the issue of career versus 
family affects many women. Learn by 
talking with women who have raised or 
are currently raising children. Learn what 
has worked and what did not work for 
them, how having children has affected 
their careers and their lives, and what 
words of wisdom they have for others. 
The panel will include women in public 
accounting, a psychologist and a human 
development specialist.
The Killer B’s: Blockage, 
Boredom and Burnout
More people are facing burnout than 
ever before. Burnout is the total loss of 
emotional satisfaction from work and the 
consequent diminishing of productivity 
and interest. Donna Reimer, an associate 
with Career Strategies, Evanston, Illinois, 
will tell us:
• How you can tell if you are burned 
out or about to be.
• What the probable impact is on your 
career if you don’t take action.
• Some effective means of combatting 
it.
Creating Presence in Your Office
Some people do an effective job but are 
so quiet that no one knows it. Creating 
presence in your office means more than 
just telling your boss what a good job you 
are doing. Marilyn Moats Kennedy, 
founder and managing partner of Career 
Strategies, Evanston, Illinois, will tell us 
how to “create presence.’’
Conference registration, which in­
cludes all technical sessions and meals 
is $85 for AWSCPA members and $110 
for non-members. On campus lodging is 
available at $10 per person per night.
For further information, contact 
Charlene Loupee, Crowe, Chizek & Co., 
CPAs, P.O. Box 7, South Bend, Indiana 
46624 or call (219) 232-3992.
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INDEXATION: IS IT 
EQUITABLE?
ERTA ’81 Failed to Index 
Capital Asset Bases
By Jayne Fuglister
In a general sense, the U.S. tax laws 
are based on the ideal that taxes 
should be levied in an equitable or fair 
way. However, there are many excep­
tions to this fairness ideal. Deviation 
from the ideal occurs by catering to 
special interest groups and to chang­
ing economic needs which result in 
complexities that leave the ordinary 
taxpayer confused about tax equity.
The word equitable “implies fair and 
equal treatment of all concerned.”1 It 
signifies “freedom from improper 
influence”2 that would undermine fair 
and equal treatment.
Recent political pressure to reduce 
the effects of inflation on taxes and to 
reduce taxes in general, resulted in 
equity taking second place to 
economic considerations in the for­
mulation of the indexation plan in the 
Economic Recovery Tax Act of 1981 
(ERTA ’81). The role of equity as the 
primary consideration in levying taxes 
needs to be reestablished. This discus­
sion is an assessment of the indexa­
tion plan provided for by ERTA ’81 and 
includes an illustration of why and to 
what extent it will be unfair to those 
taxpayers who must recognize capital 
gains income on their tax returns.
What is an Equitable Tax?
Adam Smith set down four maxims 
that describe an equitable tax:3
I. The subjects of every state ought 
to contribute towards the support of the 
government, as nearly as possible, in 
proportion to their respective abilities, 
that is, in proportion to the revenue 
which they respectively enjoy.
II. The tax which each individual is 
bound to pay ought to be certain and 
not arbitrary. The time of payment, the 
manner of payment, the quantity to be 
paid, ought all to be clear to the con­
tributor, and to every other person.
III. Every tax ought to be levied at the 
time, or in the manner, in which it is 
most likely to be convenient for the 
contributor to pay it.
IV. Every tax ought to be contrived as 
both to take out and to keep out of the 
pockets of the people as little as possi­
ble over and above what it brings into 
the public treasury of the state.
The first maxim may lead some 
readers to believe that a flat rate tax 
on all income would be equitable 
because the tax must be in proportion 
to the revenue enjoyed. But the tax 
must also be in proportion to the 
respective abilities of the taxpayers. If 
all taxpayers had the same source of 
income in equal amounts over equal 
periods, and if all their necessary ex­
penses were the same, the application 
of the first maxim would be straightfor­
ward: they should all pay the same pro­
portion of this income in taxes. In this 
case a flat tax would be fair. In reality, 
incomes vary and can be either 
earned or unearned over varying 
periods of time. The standards of ver­
tical equity and horizontal equity were 
introduced to reconcile these dif­
ferences to the ability to pay concept 
of the first maxim.
The vertical equity standard is ap­
plied in determining the tax burden 
among individuals with different 
incomes. The application of this stan­
dard resulted in our current pro­
gressive tax rate structure. Under 
progressivity the taxpayer with the 
higher income pays a larger proportion 
of his total income in taxes. Pro­
gressivity is based on the assumption 
that the marginal utility of consumption 
decreases as consumption increases. 
Therefore, higher income individuals 
should pay a larger proportion of their 
income in taxes in order to realize a 
comparable loss of utility of consump­
tion as lower income individuals. 
Higher income individuals do not suf­
fer more by paying taxes at a higher 
rate because their marginal utility for 
consumption is less. This means their 
ability to pay is more. Payment is in 
proportion to that ability.
A flat rate tax would not be equitable 
unless the utility of consumption were 
independent of the amount of income. 
On the other hand, the degree of pro­
gressivity, or even regressivity, that is 
most equitable depends on the exact 
shape of the utility curve. Because this 
shape cannot be observed and 
because it changes over time and 
across individuals, the best that can be 
done is to estimate some probable utili­
ty curve and try to be as equitable as 
possible in deriving tax rates, given 
that utility curve. Thus, the determina­
tion of vertical equity is necessarily 
subjective and arguable. However, 
there is one fundamental requirement 
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of vertical equity: those with higher in­
comes should pay a higher tax. The 
excess income might be taxed at the 
same rate per additional dollar (the flat 
tax), a higher rate per additional dollar 
(the progressive tax), or a lower rate 
per additional dollar (the regressive 
tax); but in no case should those with 
higher incomes pay less in dollars than 
those with lower incomes.
Horizontal equity means that people 
with the same income should pay the 
same tax. The determination of 
horizontal equity is objective and in- 
arguable. Horizontal equity is a prere­
quisite of vertical equity because 
vertical equity would be less mean­
ingful if people with the same incomes 
(and the assumed same total utility of 
consumption) did not pay the same 
taxes. It is impractical to try to deter­
mine how much more the higher in­
come individuals should pay until it is 
determined how much two individuals 
with the same income should pay. 
Therefore, the first, and most 
straightforward, step to establishing a 
fair income tax is to require that those 
with the same income, which is an in­
direct measure of ability to pay, suffer 
the same tax burden. Then the sec­
ond, and more subjective, step is to try 
to estimate how much more taxes 
those with more income should pay.
The Importance of Equity
From a purely pragmatic viewpoint, 
equity is essential in a tax system that 
depends on self-assessment and 
voluntary compliance. If the citizens 
perceive the tax laws to be unfair or not 
equitably applied, they will lose con­
fidence in the system. Loss of con­
fidence results in lack of compliance. 
Lack of compliance can be viewed as 
a form of civil disobedience of citizens.
Without indexation of capital 
asset bases it is possible that 
real losses will be taxed.
Loss of confidence has long run 
economic effects for two important 
reasons: 1) Confidence can be 
restored only over the long term. 2) 
Failure to comply, just as any other 
behavior, is habit forming. Even if con­
fidence in the system is restored some 
taxpayers will still not return to the 
compliance level that existed before 
the loss of confidence. For example, 
an individual who did not comply 
because he was practicing civil disobe­
dience to what he perceived as unfair 
tax laws, may fail to comply when the 
laws are fair simply because failure to 
comply is cheaper.
From a philosophical viewpoint, it 
could be argued that failure to comply 
damages the character of the citizens 
and therefore, the nation.
Indexation eliminates bracket 
creep or being pushed into a 
higher tax bracket when in­
comes increase with inflation.
There is evidence to indicate that 
compliance is declining and that the in­
cidence of failure to comply is growing: 
i.e., more and more individuals are not 
paying their fair share of taxes. For ex­
ample, Business Week estimated that 
total unreported income in 1981 was 
$380 billion.4 The IRS has admitted 
that compliance is a major obstacle in 
collecting revenues.5
Although establishing penalites for 
non-compliance is necessary, it would 
be far more effective to encourage 
voluntary compliance and reduce the 
incidence of cheating by having tax 
laws that people think are equitable. 
This is a long run view.
Individuals will think the laws are 
equitable only if they truly are 
equitable. This implies that loopholes 
for special taxpayer groups will have 
to be reduced if compliance is to be im­
proved. Loopholes that are most 
Indexation will improve verti­
cal equity, but not horizontal 
equity because ERTA ’81 
failed to provide for the index­
ation of capital asset bases.
damaging to taxpayer confidence are 
those loopholes that break the one re­
quirement of vertical equity, that is, 
those loopholes that enable taxpayers 
with higher incomes to pay less in 
dollars than taxpayers with lower in­
comes. In addition, horizontal equity 
should be improved because inequi­
ties across taxpayers at the same in­
come level are the most obvious; i.e., 
it is more difficult to assess the fairness 
of a subjective standard such as ver­
tical equity (as long as higher income 
groups pay more dollars in taxes) than 
it is to assess the fairness of an objec­
tive standard, such as horizontal 
equity.
The Indexation Provisions 
of ERTA ’81
The Economic Recovery Tax Act of 
1981 provided for the phase-in of a 
total tax rate reduction of 23 percent 
by 1984. In addition, the top marginal 
tax rate was reduced from approx­
imately 70 percent to 50 percent effec­
tive January, 1982. Following the tax 
reductions over the phase-in period 
(for taxable years beginning after 
December 31, 1984), the income tax 
brackets, the zero-bracket amount, 
and personal exemptions will be ad­
justed for inflation, measured by the 
Consumer Price Index (CPI).
In essence, the law provided for in­
dexation of its tax rates so that the new 
structure established by the reductions 
will be preserved after the phase-in 
period. (It is assumed that the CPI is 
an accurate measure of inflation.)
The tax rate on capital gains was af­
fected indirectly by ERTA ’81 because 
the income tax rate is applied to ‘tax­
able income’ and where net long-term 
capital gain exceeds net short-term
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APPENDIX A
The Mechanics of Indexation
Formula Approach
Let:
x0 = base period taxable income, 
k = individual’s tax bracket, 
kl = lower limit of tax bracket, and 
ku = upper limit of tax bracket,
such that:
kl < xo < ku (1)
If:
to = tax in dollars in the base period, 
p, = average tax rate on kl,
p2 = marginal tax rate on xo-kl, and
i = inflation rate for the year;
then:
to = PA + P2(xo - kl) (2)
Now if the base period taxable income increases exactly with inflation, 
such that: such that:
x1 = the increased period x1 = the increased period one
one taxable income, taxable income,
and and
x1 = (1+i)xo; x1 = (1 +.10)11,000 = $12,100;
then, if the tax brackets are indexed with inflation:
(1 +i)kl < (1+i)xo < (1 +i)ku (3)
The tax in period one is:
t1 = p1(1 +i)kl +p2[(1 + i)xo
- (1 +i)kl ]
= (1 +i) [p1kl + p2(xo-k1)]. (4)
And, from (2) and (4) above: 
t1 = (1 + i)to (5)
Since:
x1 = (1 +i)xo 
therefore,
t1/x1 =to/xo
Thus the tax in dollars remains a constant ratio of income. Bracket creep 
has been eliminated.
capital loss, 60 percent of the excess 
can be deducted from gross income by 
individuals, estates, and trusts. This 
means that the maximum effective tax 
rate on net long-term gains was reduc­
ed from 28 percent (.70 x .40) before 
ERTA ’81 to 20 percent (.50 x .40) as 
of January, 1982.
Example (using 1984 Schedule)
Let:
xo = $11,000,
k = $7,600 to 11,900,
kl = 7,600, and
ku = 11,900,
such that:
$11,000 is greater than
$7,600 and less than $11,900
If:
to = $483 + .14(11,000-7,600).
p1 = 483/7600 = 6.355%, 
p2 = 14%, and
i = 10%
then:
to = 483 + .14(11,000-7,600)
= $959.
the $12,100 is greater than 
(7600)(1.10) or $8,360 and less 
than (11,900)(1.10) or $13,090.
The tax in period one is:
t1 = [(.06355)(1.10)(7600)]












or 8.718% = 8.718%
Does Indexation Improve 
Equity?
Indexation of the tax brackets, the zero 
bracket amount and exemptions 
represents an important change in the 
base used to determine the tax rate: 
for the first time real income, and not 
nominal income, is used to determine 
the rate of tax. Real income is a more 
appropriate measure of ability to pay. 
If real income and the number of ex­
emptions remains the same over the 
year, the ability to pay does not 
change, and neither will the real tax 
under the new provision. Indexation 
eliminates ‘bracket creep’ or being 
pushed into a higher tax bracket when 
income increases with inflation.
The following simplified example 
demonstrates how indexation will 
operate. Assume that a family of four 
has adjusted gross income minus 
deductions from adjusted gross in­
come in the base year, year 1, of 
$15,000 and taxable income of 
$11,000 ($15,000 minus four exemp­
tions at $1,000 apiece). Assume that 
inflation was 10 percent during year 2. 
The year 1 taxable income of $11,000 
would be equivalent to $12,100 
($11,000 x 1.10) taxable income in 
year 2. In other words, the $12,100 in 
year 2 has the same utility as $11,000 
in year 1. Indexation causes the 
$12,100 in year 2 to be taxed at the 
same rate as the $11,000 was in year 
1. In this way the real tax sacrifice re­
mains the same in year 2 as it was in 
year 1 because the proportion of in­
come paid in taxes remains the same.
Indexation, as provided for under 
ERTA ’81, will improve vertical equity 
because the sacrifice required by the 
tax is more certain and does not 
change if income increases by the 
same amount as inflation. The real tax 
will be independent of the inflation 
rate. The taxpayers have a better idea 
of how much sacrifice the tax will re­
quire for different income groups at the 
time the tax rates are established. This 
is consistent with the second maxim 
that the tax must be certain, and not 
arbitrary. The mechanics of indexation 
of the tax brackets are discussed in ap­
pendix A.6
The indexation of ERTA ’81 failed 
the test of horizontal equity because 
the plan did not provide for the index­
ation of capital asset bases. Failure to 
index capital asset bases leads to the 
result that two individuals with the 
same real capital gain income may pay 
a different amount of tax than each 
other and they both may pay a different 
amount of tax than a third individual 
with the same amount of wage income.
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If income measured over a year is 
indexed so that only real taxable in­
come is used to determine the tax rate, 
should not income measured over a 
period greater than a year be similarly 
indexed? Horizontal equity requires 
that those with the same income pay 
the same tax. Under indexation of the 
tax brackets there is a new meaning 
to horizontal equity. It means that peo­
ple with the same real incomes should 
pay the same tax.
The current law, which levies a tax 
on 40 percent of net capital gains, is 
unfair for two reasons. First, the same 
real capital gain incomes may be taxed 
as though they were different due to 
the fact that the assets were pur­
chased at different times and the rate 
of inflation changed over time. Second, 
the 60 percent deduction is unlikely to 
offset the effects of the overstated tax­
able income that results when purely 
nominal, as opposed to real, gains are 
included in income — real capital gain 
income may be taxed at a higher rate 
than the same amount of real wage 
income.
At first, it appears that the 60 percent 
deduction would be more than enough 
to compensate the taxpayer for the 
failure to index the basis of the asset, 
but an example shows that this is not 
always so, particularly if inflation over 
the holding period is high relative to 
the capital gain. For example, if the in­
flation rate were 12 percent and the 
capital gain return were 20 percent 
during the holding period of a capital 
asset, the real return would be 8 per­
cent (20% - 12% = 8%). Under the 
60 percent deduction method the tax­
able return would also be 8 percent 
(20% - (60% x 20%) = 8%). In this 
case the 60 percent deduction method 
and the indexation method result in the 
same tax. If, however, the nominal 
capital gain had only kept up with in­
flation, then the real return would have 
been zero: 12 percent nominal gain 
less 12 percent inflation equals zero. 
Under the 60 percent deduction 
method the taxable return would be 4.8 
percent: 12 percent nominal gain less 
the 60 percent deduction; or 40 per­
cent of the 12 percent nominal gain. 
This 4.8 percent is taxed under the cur­
rent law. If the net nominal capital gain 
rate of return had been less than the 
inflation rate, then a real loss would
APPENDIX B
Indexation Versus the Deduction Method for Calculating 
Taxable Gain
Formula Approach
1. The deduction method
Let;
G = nominal long-term capital gain, 
P1 = selling price of capital asset, 
Po = unindexed cost basis 
of capital asset, 




P1 = $1,200, and,
Po = $1,000;
such that; such that;
G = P, -Po (1) G = 1,200 - 1,000
G/Po = 200/1,000 = 20%
Let: Then:
g = the taxable portion of the gain g = $80
such that: cr,
g = (P1-Po)(1-.60). (2) g = (1,200-1,000)(1 - .60)
2. The indexed basis method
Let:
I = 15%. Then,
G' = $50:
Let:
I = cumulative inflation rate over 
the holding period, and
G' = real long-term capital gain, 
such that:
G' + P1 - (1+I)PO. (3)
3. Comparison of methods
When:
G' < g, the indexed basis method results in lower taxable gain.
G' > g, the 60% deduction method results in lower taxable gain.
G' = g, both methods result in the same taxable gain. Only if this equality exists, 
is horizontal equity achieved.
When is G' = g?
From (3) and (2) above:
when P1 - (1 +I)PO = (P1-Po)(1 - .60), both methods result in the same gain.
Cr, when:
P1/Po = 1 + 5/3 I. (4)
Since P1 = Po + G. from (1) above,
then, P1/Po = 1 + G/Po. (5)
From (5) and (4) above, 1 + G/Po = 1 +5/3 I, and
When G/Po = 5/3I, both methods result in the same gain.
Since G/Po is the nominal long-term capital gain rate of return, then whenever this 
nominal capital gain equals 5/3 I, both methods result in the same tax.
In the above example, if I had been 12% instead of 15%, then the two methods would 
have resulted in the same amount of taxable gain. In that case 20% would have 
equalled 5/3(12%).
Example
G' = 1200 - (1 +.15)(1,000) 
= 50. 
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have resulted, but under the 60 per­
cent deduction method required under 
current law, the nominal gain would 
still be taxed.
It is shown in Appendix B that 
whenever the net nominal capital gain 
rate of return is less than 5/3 the infla­
tion rate for the holding period, index­
ation of the basis of the asset (so that 
only real return is used to determine 
taxable income) would result in a lower 
taxable income, and therefore a lower 
tax, than the current 60 percent deduc­
tion without indexation, regardless of 
the tax bracket of the individual. Thus, 
whenever the net nominal capital gain 
rate of return is less than the inflation 
rate for the holding period, divided by 
the percent deduction of 60 percent, 
indexation of the basis of the asset 
results in a lower tax than the current 
deduction method.
For example, if the inflation rate is 
12 percent during the holding period, 
the capital gain return must be greater 
than 20 percent (. 12/.6) for the 60 per­
cent deduction method to result in less 
tax than the indexation method. If the 
inflation rate were 15 percent, then the 
nominal gain would have to be 25 per­
cent (.15/.6) to result in less tax than 
the indexation method, and so on.
Since the relevant inflation rate is 
the holding period inflation rate, the 
probable advantage of the 60 percent 
deduction over the indexation method 
declines as the holding period 
lengthens. For example, if the inflation 
rate were 12 percent for two years in 
a row, then the total inflation for the 
holding period would be over 25 per­
cent and the capital gains return would 
have to be greater than 42 percent. 
(.25/.6) before any real benefit is de­
rived from the current 60 percent 
deduction method over the indexation 
of basis method.
The purpose of indexation of capital 
asset bases would be to measure real 
income from capital. Without indexa­
tion of capital asset bases it is possi­
ble that real losses will be taxed, that 
two individuals with the same capital 
gain income will be taxed differently, 
that two individuals with different real 
capital gains will be taxed at a higher 
rate than wages. None of these 
possibilities has ever been the in­
8/The Woman CPA, April, 1984
tention of the income tax. They are on­
ly a result of inflation and the failure to 
correct for its effects.
Although some capital gains escape 
taxes altogether because of the step- 
up in basis rule that applies if the asset 
is left in the taxpayer’s estate, this 
loophole is unrelated to the issue 
discussed here. Clearly the capital 
asset cannot be both sold and left in 
the estate. Individuals who must sell 
capital assets and pay the tax are not 
the same individuals who can afford to 
leave assets in their estates. The step- 
up in basis rule is obviously inequitable 
because the result is that those with 
higher incomes pay less in dollars 
(they pay zero) than those with lower 
incomes; but the advantage of the rule 
does not offset the disadvantage that 
results by failure to index capital asset 
bases when computing the taxable 
gain when an asset is sold. The advan­
tage of the step-up in basis rule prob­
ably goes to a different taxpayer group 
than the group that suffers the disad­
vantage of the capital gains deduction 
rule.
Conclusion
The Economic Recovery Tax Act of 
1981 failed to remove the horizontal in­
equity that exists when inflated capital 
gains are taxed. Failure to index the 
bases of capital assets violates Adam 
Smith’s first maxim, which states that 
subjects ought to contribute towards 
the support of the government in pro­
portion to their respective abilities. The 
logical implication of this maxim is that 
individuals with the same amount of 
real income should pay the same 
amount of tax.
It was shown that indexation of the 
bases of capital assets and withdrawal 
of the 60 percent capital gains deduc­
tion would improve horizontal equity, 
which is a prerequisite of vertical 
equity.
The fact that horizontal equity is 
often easier to assess than vertical 
equity implies that lawmakers should 
be particularly careful to make the tax 
laws consistent with the requirement 
that individuals with the same real in­
comes pay the same tax. Otherwise, 
individuals will lose confidence in the 
tax laws and the decline in the rate of 
compliance will probably continue. Ω
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CPA EXAM 
PERFORMANCE —
CAN IT BE 
EXPLAINED?
By W. Marcus Dunn and Thomas W. Hall
While the rigorous nature and dif­
ficulty of the Uniform Certified Public 
Accountant Examination (CPA exam) 
are common knowledge, the various 
candidate attributes which contribute 
to the success or failure on the exam 
are not well know. This is principally 
due to two reasons. First, very little 
research has been performed in this 
area, and second, the research which 
has been done has not been widely 
disseminated. This is somewhat sur­
prising in view of the fact that (1) the 
CPA exam is the common prerequisite 
for and a major hurdle to entry into the 
profession of public accounting; (2) on­
ly about 10 percent of those taking the 
exam are successful on their first at­
tempt; and (3) 25-30 percent of can­
didates are never successful.
This paper presents a summary of 
what is currently known regarding the 
association between various candidate 
attributes and performance on the 
CPA exam, and, based on this sum­
mary, offers advice to the aspiring CPA 
candidate. Most of the research find­
ings reported on herein are the result 
of a major ongoing research program 
initiated in 1964 as a joint effort of the 
AICPA, state boards of accountancy 
and the National Association of State 
Boards of Accountancy (NASBA). The 
purpose of the research program, 
entitled the Uniform Statistical Informa­
tion Questionnaire (USIQ), is to iden­
tify the characteristics of CPA 
candidates and to assess their 
association with success on the CPA 
exam. To date characteristic informa­
tion has been obtained about can­
didates writing the five CPA exams 
from November, 1964 to November, 
1966, the 1970 exams, the 1975 ex­
ams and the 1980 exams (these 
studies are published by the AICPA).
Success on the CPA Exam — 
What Are the Contributing 
Factors?
The relationships between CPA ex­
am performance and the following can­
didate attributes have been studied by 
various researchers:
1. Academic achievement as 
measured by college grade point 
average (GPA) or accounting 
GPA.
2. Scores on the Scholastic Ap­
titude Test (SAT) and American 
College Test (ACT) — SAT and 
ACT are the principal standard 
admission tests used to screen 
undergraduate college ap­
plicants and are used as 
measures of innate math and 
verbal abilities.
3. Scores on the AICPA Level II 
Test. This test, developed by the 
AICPA and sometimes referred 
to as a mini-CPA exam, is often 
given to accounting seniors and 
first year staff accountants to 
evaluate their knowledge of 
topics covered in the typical 
undergraduate accounting cur­
riculum. This test measures 
achievement rather than apti­
tude.
4. Hours of independent study 
spent specifically in preparing for 
the exam.
5. CPA review program partici­
pation.




9. Years out of college and age of 
candidate.
1 0 .Examination experience as 
measured by the number of can­
didate examination sittings.
1 1 .Program quality as measured by 
differences in performance by can­
didates at different schools.
The findings regarding the relationship 
between the above factors and perfor­
mance on the CPA exam are pre­
sented in the following paragraphs.
Academic Achievement
Not surprisingly, a positive associa­
tion has been found between GPA and 
CPA exam scores. This positive 
association exists for both a can­
didate’s overall GPA and accounting 
GPA. Leathers, Sullivan and Bernstein, 
reporting on the results of an analysis 
of 1980 CPA exam candidates com­
pleting the USIQ (hereafter, 1980 
USIQ study), found the correlations 
between accounting GPA and exam 
scores to range from a low of .32 to 
high of .40. Correlations for overall 
GPA were slightly lower and ranged 
from .30 to .38.1 Reilly and Stettler 
found similar correlations between 
overall GPA and exam scores in their 
study of 187 first time Illinois and 
Kansas candidates writing the 
November, 1965 and May, 1966 CPA 
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exams.2 In an analysis using a multi­
ple regression model, they found col­
lege GPA to be the most significant ex­
planatory variable of the differences in 
CPA exam scores.
Scholastic Aptitude
Logically, the greater a candidate’s 
academic ability, the better he/she 
should perform on the CPA exam. This 
expectation has been confirmed by all 
the USIQ studies completed to date. 
In the 1980 USIQ study, the reported 
correlations between SAT scores (both 
verbal and math) and CPA exam 
scores ranged from a low of .18 to a 
high of .30. The correlations between 
SAT verbals scores and CPA exam 
scores were similar to the correlations 
between SAT math scores and CPA 
exam scores except for accounting 
practice where the correlations for SAT 
math scores were consistently higher 
than the correlations for SAT verbal 
scores. Similar results were found to 
exist for candidate ACT scores. Reilly 
and Stettler also reported significant 
positive correlations between SAT 
scores and exam scores. Their multi­
ple regression analysis indicated that 
SAT scores were second only to GPA 
in explaining the variation in perfor­
mance among candidates.
AICPA Level II Scores
All the USIQ studies reveal positive 
correlations between AICPA Level II 
test scores and scores on the CPA ex­
am. For the 1980 USIQ study, the cor­
relations were .45 for Practice, .42 for 
Theory, .32 for Audit and .30 for Law. 
The considerably higher correlations 
for Theory and Practice are probably 
due to the financial accounting orien­
tation of the AICPA Level II Test.
Hours of Independent Study
Prior to the 1980 USIQ study, no 
research had investigated the effect of 
candidate independent study on exam 
performance. Intuitively, one would 
expect that the more time spent 
preparing for the exam, the better 
one’s performance should be. Results 
of the 1980 USIQ study confirmed this 
expected relationship. Depending on 
the exam section, the correlations be­
tween candidates’ exam scores and 
hours of independent study were found 
to range from a low of .29 to a high of 
.39. The magnitude of these correla­
tions indicates that independent study 
may be more influential in determining 
exam scores than candidate scholastic 
ability and thus, candidates with lesser 
scholastic ability can compensate by 
increasing their hours of independent 
study.
CPA Review Course
The popularity of CPA review 
courses as a means of preparing for 
the CPA exam remains strong. In 
1980, 57 percent of candidates sitting 
for the CPA exam for the first time had 
taken a review course of some kind — 
up from 53 percent in 1975,41 percent 
in 1970 and 36 percent in 1966. Does 
the increased popularity of review 
courses suggest that they improve the 
probability of a candidate passing 
some or all parts of the CPA exam? 
The answer is yes according to the 
1980 USIQ study which reports “... 
(review) courses aid the candidates to 
perform better regardless of the sec­
tion involved.” Data presented in the 
1980 USIQ study indicate that among 
first-time candidates, individuals com­
pleting an in-class review course 
(excludes correspondence courses) 
earned full or partial exam credit 48 
percent of the time whereas individuals 
not taking an in-class review course 
earned full or partial exam credit only 
38 percent of the time. Similar results 
were reported for repeat candidates.
The conclusions of the 1980 USIQ 
study regarding the above may be 
premature because there is no 
assurance that candidates who take 
review courses are equivalent to can­
didates who do not take review 
courses. Differences in such attributes 
as academic achievement, motivation, 
and scholastic aptitude could, for ex­
ample, account for the difference in the 
success rates of the two groups. The 
relationship of a review course with ex­
am scores was evaluated by Reilly and 
Stettler, after taking into account the 
effect of GPA, SAT scores, and various 
other candidate characteristics. They 
found that the review course ‘‘was not 
a significant factor since it accounted 
for less than one point difference in 
score on the average and was never 
statistically significant”. Given the in­
creasing popularity of CPA review 
courses and their cost to candidates, 
more research on the benefit of such 
courses is needed.
Number of Accounting Hours 
Taken
The 1966, 1970 and 1975 USIQ 
studies found little association be­
tween the number of hours of ac­
counting a candidate has and his/her 
score on the CPA exam. One explana­
tion for this somewhat puzzling lack of 
association may lie in the small 
variability in the number of accounting 
hours reported by CPA candidates in 
these studies. For example, the 1975 
study indicated that 88 percent of all 
first time candidates had from 24 to 30 
plus hours of accounting (the highest 
number of accounting hours reportable 
in this study was ‘‘30 or more’) while 
only three percent had less than 18 
hours of accounting. This lack of 
reported variability renders more dif­
ficult the identification of any relation­
ship between accounting hours and 
exam scores.
The 1980 USIQ study allowed for 
greater variability as the reported 
range of accounting hours was from 
‘‘12 or less” to ‘‘54 or more.” For can­
didates with undergraduate training 
only, positive correlations were found 
between accounting hours and exam 
scores on each part of the exam and 
ranged from .04 to .10. For candidates 
with either graduate training only or 
both undergraduate and graduate 
training, positive correlations were 
found for all parts but auditing. 
However, additional accounting hours 
should not be expected to improve ex­
am scores without limit. The 1980 
study reports that for candidates with 
undergraduate training only, additional 
accounting courses up to 42 hours ap­
peared to improve examination perfor­
mance, after which declining results 
commenced. Obviously, accounting 
courses of a highly specialized nature, 
such as oil and gas accounting, inter­
national accounting, or tax research, 
are not likely to contribute much to 
CPA exam success.
Graduate Study
The Commission on Professional 
Accounting Education (A Postbac­
calaureate Education Requirement for 
the CPA Profession) recently recom­
mended a postbaccalaureate ac­
counting education as a prerequisite to 
sit for the CPA exam. Consistent with 
this recommendation, all USIQ studies 
have indicated that graduate study 
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AICPA Level II test scores 
and hours of independent 
study correlate positively 
with CPA exam performance.
contributes to performance on the CPA 
exam. The 1980 USIQ study reveals 
that candidates with a master’s degree 
in accounting achieved, on average, 
41 percent greater success in passing 
any part of the CPA exam than can­
didates with only a bachelor’s degree.
Unfortunately the USIQ studies do 
not take into account individual dif­
ferences in abilities between under­
graduate and graduate students. 
Typically the students who pursue a 
graduate degree have, as a group, 
higher GPAs and SAT scores than 
those students, as a group, obtaining 
only a bachelor’s degree and, there­
fore, graduate students would be ex­
pected to do better on the CPA exam 
than undergraduate students. 
Reilly and Stettler, after taking such 
factors as GPA and SAT scores into 
account, found graduate study to have 
no significant impact on examination 
performance. In view of these different 
conclusions, additional research on 
the impact of graduate study on ex­
amination performance is needed.
Work Experience, Years Out 
of College and Age
Students, teachers, and employers 
often express the belief that work ex­
perience contributes to a better 
understanding of accounting concepts 
and rules. That is, actual application of 
concepts and rules lends meaning to 
them and facilitates both interest and 
understanding. An extension of this 
belief might be that experience con­
tributes to overall accounting knowl­
edge and therefore should be positive­
ly associated with CPA exam perfor­
mance. However, research to date 
does not support such a conclusion 
but consistently has indicated that 
work experience contributes little to 
performance on the exam. For exam­
ple, results of the 1980 USIQ study in­
dicate that the correlations between 
candidate work experience and exam 
scores are quite low and often negative 
in value.
In attempting to explain this lack of 
association, Sanders writes that
The correlation between work ex­
perience and grades on the CPA ex­
amination of candidates sitting for the 
CPA examination for the first time in 
May 1970 was insignificant. It ap­
pears that the knowledge and skill 
acquired from work experience are 
offset by loss of knowledge acquired 
in college and a diminished ability to 
take academic tests. The CPA can­
didate should be encouraged to take 
the examination near the completion 
of his college work or soon there­
after.3
Since work experience and years out 
of college should be highly correlated 
it is not surprising that research does 
not indicate any significant relationship 
between the number of years out of 
college and performance on the CPA 
exam. Likewise no relationship has 
been found between the age of a can­
didate and performance on the CPA 
exam.
Examination Experience and 
the Benefit of Persistence
The 1980 USIQ study reported that, 
with the exception of auditing, first-time 
candidates tended to have higher pass 
rates than repeat candidates. How­
ever, among repeat candidates with 
one to four prior sittings, performance 
across all sections tended to improve 
with examination experience. These 
results might be explained as follows. 
Candidates sitting for the exam more 
than one time are, as a group, pro­
bably less able than those candidates 
who complete the exam on their first 
sitting and thus, overall, repeat can­
didates have lower pass rates than 
first-time candidates. However, failure 
on the first attempt would signal the 
need for additional study which, if 
done, should contribute to a higher 
future pass rate. Supporting this view 
is Stettlers study of 1975 Kansas can­
didates wherein he found that the 
average improvement from the first to 
second exam was about six points.4 
Obviously one important benefit of ex­
amination experience is its impact on 
failing candidates regarding the 
necessity for adequate preparation.
Another phase of Stettler’s study in­
volved 344 Kansas candidates who at­
tempted any of the four exam parts 
from November, 1960 through May, 
1962. Stettler found that persistence 
has a high payoff: “Of first importance 
is the fact that although only five per­
cent of the 344 candidates in the sam­
ple passed the examination on their 
first attempt, another 64 percent of the 
candidates eventually passed, ap­
parently as a result of persistence and 
additional study.” Furthermore, when 
nonserious candidates (defined as 
those not seeking reexamination after 
failing the first time) were excluded, the 
ultimate success rate was 76 percent 
of the serious candidates. For 31 of 
these serious candidates, success was 
obtained only after 10 or more at­
tempts on at least one part of the 
examination.
School Attended
The USIQ studies combine can­
didates from all states and schools and 
therefore do not provide any insight in­
to differences in performance at­
tributable to the quality of a 
candidate’s accounting education as 
measured by the school where his 
education was obtained. In the Reilly 
and Stettler study, the school at­
tended was found to make a significant 
difference in examination scores ob­
tained — this suggests program quality 
differences. Unfortunately the can­
didates from schools with the highest 
scores also tended to take a CPA 
review course where as those can­
didates from schools with relatively 
lower scores typically did not take a 
review course. Therefore Reilly and 
Stettler were unable to differentiate the 
effect of school attended from the ef­
fect of a review course. Additional 
research into the effect of school at­
tended on exam performance should 
be undertaken.
Conclusions
GPA, SAT and ACT scores, AICPA 
Level II test scores, and hours of in­
dependent study have been found to 
be significantly and positively associ­
ated with performance on the CPA ex­
am. Mixed or inconclusive findings 
exist regarding the effect on CPA ex­
am scores of number of accounting 
hours, graduate study, taking a CPA 
review course, school attended and 
exam experience. Work experience, 
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years out of college, and age have not 
been found to be associated with CPA 
exam performance.
To date the models developed for 
predicting performance on the CPA ex­
am explain less than 35 percent of the 
variation in candidates’ test scores.5 
This leaves over 65 percent of the 
variation in test scores unaccounted 
for and means that a prediction of ex­
amination performance using current­
ly available models runs a high risk of 
error. Much of the unexplained varia­
tion in performance among candidates 
may be due to differences in the nature 
and quality of the accounting educa­
tion received and to the differences in 
the motivation and preparation of can­
didates for the CPA exam. Therefore, 
future research should be directed 
towards integrating these factors into 
existing prediction models.
W. Marcus Dunn, Ph.D., CPA is 
associate professor of accounting at 
the University of Texas at Arlington. His 
primary research and teaching 
interests are in financial accounting. 
Professor Dunn has published 
numerous articles in professional 
journals.
Advice for the Aspiring CPA
Given the research findings to date, 
the following counsel is offered for con­
sideration by those seeking a career in 
accounting with the expectation of 
becoming a Certified Public Account­
ant:
1 . Evaluate one’s aptitude for the 
subject matter of accounting. SAT 
and ACT scores should be con­
sidered in this evaluation.
2. Carefully select a college recog­
nized for having a quality pro­
fessional accounting program.
3. Study diligently and master the 
material presented — good 
grades, while not a perfect 
measure of one’s knowledge of a 
subject matter, are still the best 
measure available.
4. Evaluate readiness to successful­
ly complete the CPA exam by 
examining objectively one’s ac­
counting program and the grades 
achieved. Consider taking the 
AICPA Level II Test and using the 
score on it as an indicator of CPA 
exam readiness.
5. Take preparation for the CPA 
exam seriously — through ade­
quate preparation the probabili­
ty of success can be substantially 
improved. Based on the conclu­
sions reached in item four above, 
a good CPA review program may 
be a sound investment.
6. Do not delay taking the exam in 
order to gain practical ex­
perience — the exam should be 
taken during the last semester of 
an accounting program or im­
mediately upon its completion.
7. Do not take the exam for the ex­
perience — take it with the 
serious intent of passing it.
8. If at first you don’t succeed, try, 
try again.
Footnotes
1Park E. Leathers, James A. Sullivan, and 
Jerome Bernstein, Uniform Statistical Informa­
tion Questionnaire: 1980 (New York: AICPA, 
1982), p. 32. This AICPA sponsored study, which 
is a major source for the information presented 
in this paper, will subsequently not be footnoted 
but will be cited as the 1980 USIQ study.
2Frank K. Reilly and Howard F. Stettler, “Fac­
tors Influencing Success on the CPA Examina­
tion,” Journal of Accounting Research, Autumn, 
1972, p. 314. Hereafter this study will not be foot­
noted but will be cited as the Reilly and Stettler 
study.
3Howard P. Sanders, “Factors in Achieving 
Success on the CPA Examination,” Journal of 
Accountancy, December 1972, p. 87.
4Howard F. Stettler, “On Giving Guidance to 
the CPA Candidate,” The Accounting Review, 
April, 1978, pp. 512-513.
5The amount of explained variation in the test 
scores of CPA candidates is measured by a 
statistic known as R2. The multiple regression 
model used in the Reilly and Stettler study 
revealed an R2 of 32.2 for Law, 31.9 for Theory, 
28.5 for Auditing and 27.4 for Practice.
Thomas W. Hall, Ph.D., CPA, is 
assistant professor of accounting at the 
University of Texas at Arlington. He 
previously was employed in the Fort 
Worth office of Peat, Marwick, Mitchell 
& Co. and has published articles in 
other professional journals.





By Diana R. Franz
benefits created the need for 
shareholders to receive combined 
financial statements. These combined 
financial statements report the results 
of a parent company and its sub­
sidiaries as if the group were a single 
economic unit. Although legally the 
shareholders of the parent company 
have a claim only on the parent com­
pany’s net assets, they are interested 
in the operating results of the whole 
group.4 All four of the basic consolida­
tion theories are based on the belief 
that when a company has any sub­
sidiaries, statements of the economic 
group are more meaningful to the 
parent company’s shareholders than 
separate statements of the individual 
companies. Although consolidated 
financial statements are required or 
recommended in only a limited number 
of countries in the world, in the U.S. 
consolidated financial statements are 
considered the primary statements 
and are rarely accompanied by parent 
or subsidiary company financial 
statements.5
Consolidated financial statements 
are one of the most complex and con­
fusing problems facing the accounting 
profession today. This is particularly 
true when a minority interest exists. In­
creasingly complex corporate struc­
tures have created many questions for 
the accountant. However, the 
authoritative literature has not provid­
ed definitive answers and has allowed 
wide diversity in some areas.
An example of this diversity is pro­
vided in Accounting Research Bulletin 
(ARB) #51 which states that:
“There is a presumption that con­
solidated statements are more mean­
ingful than separate statements and 
that they are usually necessary for a 
fair presentation when one of the 
companies in the group directly or in­
directly has a controlling financial in­
terest in the other companies. ”1
However, ARB #51 later allows ex­
ceptions to the presumption that 
consolidated statements are more 
meaningful than separate statements 
if the subsidiary’s activities are 
substantially different from those of the 
parent company (e.g., a financial sub­
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sidiary of a manufacturing company). 
This exception has been criticized for 
impairing the comparability of financial 
statements of companies which utilize 
different consolidation policies, and 
also for obscuring an enterprise’s 
resources and obligations.2
Both the history of consolidation and 
current attempts to resolve and clarify 
issues seem to emphasize the use of 
arbitrary techniques and rules for con­
solidating financial statements without 
looking at the basic underlying con­
cepts. The choice of any one of four 
main theories — proprietary, parent 
company, parent company extension, 
and entity — has a significant impact 
on the valuation of assets, liabilities, 
goodwill, and minority interest in the 
resulting consolidated financial 
statements. This paper looks at the 
need for consolidated statements and 
the effect of each of the four basic 
theories on these statements.
The basic objective of corporate 
financial statements is to provide 
useful information in making economic 
decisions, primarily to users who rely 
on these financial statements as the 
primary source of information about an 
enterprise’s economic activity.3 The in­
creasing trend of combining business 
for growth, tax, legal, or operating
Despite the fact that all four of the 
basic consolidation theories are bas­
ed on the same tenet, the application 
of these theories can produce differing 
results. To better understand this, it is 
necessary to first look at the implied 
value of a subsidiary. The implied 
value of an acquired subsidiary is 
determined by dividing the price paid 
by the parent company’s percentage 
share of ownership. For example, if 
$50,000 is paid for 50% of the sub­
sidiary, the implied value is $100,000. 
This implied value of the acquired sub­
sidiary is composed of three main 
parts which are illustrated in Figure 1. 
The three main parts are:
1. The book value of the ac­
quired subsidiary’s net assets. 
This would be the historical cost 
recorded in the subsidiary’s 
ledger. (Sections A and D of 
Figure 1.)
2. The excess paid over book value 
attributable to specific assets, 
either tangible or intangible, 
which are undervalued on the 
acquired subsidiary’s books. 
(Sections B and E of Figure 1.)
3. The excess paid, which cannot 
be attributed to any specific 
tangible or intangible assets, 
e.g., goodwill. (Sections C and F 
of Figure 1.)
The four theories of consolidation will 
be reviewed and illustrated.
The Proprietary Theory
This theory’s premise is that the 
owners or proprietors of a firm are the 
most significant. They own the firm’s 
assets, are responsible for its liabilities, 
and any net income accrues directly to 
them. This theory results in the parent 
company reporting only its share of the 
fair value of identifiable assets and 
liabilities of the acquired subsidiary. 
Goodwill — assuming an excess of the 
purchase price over identifiable net 
assets — is measured as the dif­
ference between the purchase price of 
the subsidiary and the parent com­
pany’s percentage of the fair value of 
the subsidiary’s net assets.6 The pro­
prietary theory never recognizes the 
existence of a minority interest. A con­
solidated balance sheet would include 
in the valuation of consolidated tangi­
ble and intangible assets and liabilities 
sections A and B of Figure 1 and sec­
tion C in the valuation of goodwill.
Although this theory is not concep­
tually appealing as applied to the 
consolidation of a partially owned sub­
sidiary, it has been suggested as an 
alternative to the present required use 
of the equity method of accounting for 
an investment in some joint ventures. 
It has been suggested that the use of 
line by line consolidation, or pro rata 
consolidation based on percentage of 
ownership as the proprietary method 
advocates, would increase the 
usefulness and meaningfulness of 
financial statements for an enterprise 
which invests in joint ventures. Also, 
the comparability of financial informa­
tion for enterprises using different 
organizational forms to achieve similar 
objectives would be increased.7
The Parent Company Theory
This theory evolved as a more prac­
tical alternative to the proprietary 
theory. The parent company is viewed 
as having an undivided interest in the 
net assets of the subsidiary. The 
minority shareholders’ interest is not 
ignored as it is with the proprietary 
theory, but is only recognized to the ex­
tent of the minority interest’s percen­
tage share of ownership in the book 
value of the subsidiary’s net assets. In 
Figure 1, this would be shown by Sec­
tion D. The minority interest in the sub­
sidiary is still viewed as outside the 
proprietary interest, and the parent 
company’s proprietary interest 
becomes the proprietary interest in the 
consolidated entity.8 Consolidation 
procedures give distinct treatment to 
both interests.
This results in a rather unique valua­
tion of the subsidiary’s net assets for 
consolidation when the parent com­
pany owns less than 100% of the sub­
sidiary, because the assets are in ef­
fect valued at book value plus the 
parent’s share of excess of fair value 
over book value. Net assets would in­
clude sections A, B, and D of Figure 
1. Only the parent company’s portion 
of goodwill is recorded, section C of 
Figure 1. Minority interest at the ac­
quisition date is determined by 
multiplying the book value of the sub­
sidiary’s net assets by the minority 
percentage of ownership, again sec­
tion D of Figure 1. Subsequent to the 
acquisition, minority interest should be 
adjusted by its percentage share of the 
subsidiary’s net income or loss. 
Because this theory does not 
recognize the minority interest’s share 
of the excess of fair value over book 
value, no adjustment to the minority in­
terest’s share of the subsidiary’s 
reported net income/loss is necessary 
for excess depreciation or amortiza­
tion. However, the parent company 
FIGURE 1
Implied Value of an Acquired Subsidiary
Parent Co.’s Share Minority Interest’s Share
would prepare consolidation elimina­
tion entries for the excess depreciation 
and amortization for their share of the 
excess of fair value over book value. 
Consequently, minority interest will 
always equal the minority percentage 
of ownership multiplied by the sub­
sidiary’s book value.
Because the minority interest is 
viewed as being outside the pro­
prietary group, consolidated net in­
come is computed by deducting the 
minority interest share of the sub­
sidiary net income from the combined 
affiliated income. The separation of the 
two types of investor claims — parent 
company and minority — is ac­
complished by showing the minority 
interest on the balance sheet as a 
liability rather than as part of 
stockholders’ equity.
The Parent Company 
Extension Theory
This theory is basically the parent 
company theory “extended” to include 
the minority interest’s share of the fair 
value of specific, identifiable tangible 
and intangible assets over their book 
value (i.e., section E of Figure 1). The 
reason for this is the desire to more ful­
ly inform financial statement users of 
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Excess paid o/er book value 
not allocated to specific 
tangible and intangible 
assets, i.e , goodwill.
Excess fair value over book value, 
allocated :o specific 
identifiable tangible and intangible 
assets.
Historical Cost Book Value of Acquired Subsidiary
all the economic resources of the sub­
sidiary. Minority interest is still viewed 
as outside the proprietary group, 
however the parent company exten­
sion theory relegates the minority in­
terest in the subsidiary to the rather 
nebulous area of the balance sheet 
between liabilities and stockholders’ 
equity.
The parent company extension 
theory recognizes the minority interest 
at acquisition date as being com­
posed of the minority interest per­
centage of book value of net assets 
and the excess of fair value over book 
value for these net assets (i.e., sec­
tions D and E of Figure 1). Subsequent 
to acquisition, minority interest is ad­
justed for its proportionate share of the 
subsidiary’s reported net income/loss 
and for depreciation and amortization 
of any difference between book value 
and fair value. In Figure 1, minority in­
terest would be represented by sec­
tions D and E, and assets and liabilities 
would be represented by A, B, D, and 
E. Regarding goodwill, the acquisition 
of the subsidiary is considered to have 
established a fair value for the parent 
company’s share of goodwill but not 
for the minority interest’s share. Con­
sequently, goodwill is determined as 
purchase cost less the fair value of net 
assets (i.e., section C of Figure 1). 
Since minority interest is considered to 
be outside of the proprietary group it 
is therefore excluded from con­
solidated net income.
The Entity Theory
Under the entity theory consolidated 
statements are considered the 
statements of an economic entity with 
two classes of proprietary interest — 
the parent company’s dominant in­
terest and the minority’s interest. For 
consolidation purposes, the entity 
theory treats both interests consistent­
ly. The consolidated statements are 
viewed as an expression of the finan­
cial position and operating results of a 
distinct consolidated entity and not 
merely as an extension of the parent 
company statements. Minority interest 
is therefore viewed as a part of capital, 
instead of representing an interest out­
side the proprietary group.9 The entity 
theory presupposes that the purchase 
price of the subsidiary establishes a 
fair value for determining the value of 
the subsidiary as a whole, therefore 
establishing the fair value of all assets 
— including goodwill — liabilities, and
The four basic theories of 
consolidation produce 
significantly different valua­
tions for assets, liabilities, 
goodwill and minority interest 
in consolidated statements.
minority interest. This valuation would 
include all sections of Figure 1.
Utilizing this theory, regardless of 
the percentage of ownership, the 
parent company would show the fair 
value of all assets — including good­
will and liabilities — in the consolidated 
financial statements. The minority in­
terest at acquisition date would be 
determined based on the full implied 
value of the subsidiary (i.e., sections 
D, E, and F of Figure 1). Subsequent 
to acquisition, the minority interest is 
adjusted for the subsidiary’s net in­
come/loss, the excess depreciation of 
the fair value of the assets over book 
value, and the amortization of goodwill. 
On the consolidated income state­
ment, both the parent company’s and 
the minority interest’s share of income 
is included in consolidated net income. 
However, the minority interest’s share 
of income is considered an allocation 
of profits and is therefore deducted 
from retained earnings to arrive at the 
reported consolidated retained 
earnings.10
In order to illustrate and clarify the 
differences between the four theories 
on a consolidated balance sheet, the 
following simple example (illustrated in 
Figure 2) is provided.11 Assume that 
the parent company had $500,000 in 
assets and no liabilities. The parent 
company then utilizes some of these 
assets to purchase a subsidiary’s 
stock. The subsidiary has $100,000 in 
identifiable assets and no liabilities. 
The purchase price gives an implied 
value of $200,000 for the subsidiary, 
of which $40,000 is attributed to 
specifically identifiable assets which 
are carried at $40,000 under fair 
market value in the subsidiary’s books. 
The important points to note are that 
in all cases net assets remain the 
same; if 100% of the subsidiary is ac­
quired all methods will produce the 
same total consolidated assets. As a 
smaller percentage of the subsidiary is 
acquired the identifiable assets (at 
book value) increase because less of 
the parent company’s assets are paid 
out to acquire the subsidiary. The pro­
prietary theory is not illustrated 
because it would yield $500,000 total 
assets in all of the examples since 
minority interest is not recognized.
The selection of the most ap­
propriate and useful theory to serve as 
a theoretical basis for consolidation en­
tails evaluating the objectives and uses 
of consolidated financial statements. 
As previously defined, the basic objec­
tive of corporate financial statements 
is to provide useful information for 
making economic decisions, primarily 
to users who rely on these financial 
statements as the primary source of in­
formation about an enterprise’s 
economic activity. Nonshareholders — 
management and creditors — might 
find the consolidated statements 
useful but would primarily be in­
terested in more detailed or sup­
plementary information prepared in 
response to their particular needs.12 
The consolidated financial statements 
are primarily prepared for share­
holders of the parent company, who 
would be interested in the parent com­
pany’s overall operating results. 
Minority shareholders would have to 
look at the subsidiary’s financial 
statements for the determination of 
their equity interest and possibility of 
dividends. From this perspective, 
minority interest is clearly outside the 
proprietary group for which the con­
solidated financial statements are 
prepared.
Consequently the theory which I 
believe would provide the best 
theoretical framework for the prepara­
tion of consolidated financial 
statements is the parent company ex­
tension theory. This theory would 
recognize total specific identifiable 
tangible and intangible assets which 
the parent company controls, at their 
fair market value at the acquisition 
date. However, goodwill would be 
recognized only to the extent of the 
parent company’s share (i.e., the ac­
quisition price is considered to deter­
mine a fair value for the parent com­
pany’s share but not for the minority 
interest’s share). Although this is not 
theoretically consistent, it is a tolerable
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You’ve made the two tough decisions. 
Now make the easy one 
that’ll protect those two.
You decided to computerize. 
Then decided on which 
computer. Now decide to 
maximize that capability 
with one-write efficiency 
for client input. ______
For you—clean, organized, standardized data 
A McBee Organized Computer Input (OCI) one- 
write system in your client’s hands means your staff 
is given clean, organized input in standardized 
format. It means the ease and accuracy of working 
with journals, instead of fussing with check stubs 
or loose vouchers. It means working with pre­
proven figures, cross-footed and balanced, for ready 
entry7 to the computer.
One-Write vs. “3-up” or voucher checks
Any of these can be used as the source document 
for inputting client data, but only one-write does a 
real bookkeeping job for your client. A check is 
only a check, but a McBee one-write is a system. 
One-write also offers you the option of inputting 
column totals or line-by-line entries. The choice is 
yours. So are the savings. Should your client insist 
on typewritten checks, that can be accommodated. 
That’s the beauty7 of one-write. Neither you nor 
your client has to compromise.
Duplicate journal frees both hands
With the use of a duplicate journal, you have your 
needed source document for entry of data from 
which general ledger, trial balance and operating 
statements can be generated. At the same time, your 
client retains a copy as an in-house record of the 
firm’s bank balance and disbursements. This frees 
your staff from the time constraints of having to 
return client records and reduces reconciling any 
differences to a simple phone call.
For your clients — real bookkeeping
For your clients, one-write delivers all the hallmarks 
of sound bookkeeping. Accountability Accuracy. 
Known distribution. Sequential check control. Bal­
anced totals. An audit trail. A running bank balance. 
All at little cost and with eye-opening time savings.
The benefits of McBee one-write don’t end when 
you computerize. Fact is, they multiply.
McBee
One-Write Bookkeeping Systems
The Woman CPA, April, 1984/17







) Let’s see the McBee OCI one-write 























































































































































































































































































































































































































































































































assumption. The parent company ex­
tension theory could be improved by 
defining minority interest as a liability 
from the perspective of the parent 
company’s shareholders and showing 
it as a liability, rather than relegating 
minority interest on the balance sheet 
to being shown between liabilities and 
equity.
In conclusion, three of the four con­
solidation theories have serious flaws. 
The proprietary theory does not even 
recognize minority interest. The parent 
company theory values a partially own­
ed subsidiary’s assets at book value 
plus the parent company’s share of ex­
cess of fair value over book value 
which is not really theoretically 
justifiable. The entity method defines 
minority interest as part of the 
shareholder’s equity. Although the 
parent company extension theory is 
not entirely consistent, it nevertheless 
provides a sound theoretical basis for 
consolidating financial statements. 
The adoption of one of the four 
theories of consolidation would 
decrease the diversity in practice and 
increase comparability of consolidating 
financial statements, which would 
benefit the shareholder or potential 
shareholder for whom these financial 
statements are primarily intended to 
serve. The theory which this author ad­
vocates is the parent company exten­
sion theory. Ω
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Consolidations and the Equity Method
The Financial Accounting Standards Board has rescheduled issuance of an initial concepts docu­
ment on consolidations and the equity method from the fourth quarter 1983 to the first quarter 1984 
to provide additional time for developing the issues.
The project involves two stages. The first stage is to develop the concept of a reporting entity and 
related conceptual matters. The second stage is to address specific accounting policy issues as those 
concepts are applied to problems in practice. The staff is gathering information about current practice 
and is cataloging problems.
All major aspects of accounting for affiliations between entities are included in the project’s scope. 
The document will relate to and build on the concepts developed in FASB Concepts Statements 1-4 
and will address other authoritative literature such as ARB No. 51, “Consolidated Financial Statements,” 
APB Opinion No. 18, “The Equity Method of Accounting for Investments in Common Stock,” and other 
related pronouncements. Source: Financial Accounting Standards board Status Report, October 13, 1983.
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Deviant Behavior and 
Misconduct of 
Professionals
By Howard M. Schilit
This paper examines misconduct of 
professionals and attempts to explain 
why professionals might violate rules 
of ethical conduct. To determine why 
professionals might deviate from 
established norms, a review of some 
major theoretical studies of deviant 
behavior is provided. This study also 
examines several empirical studies on 
deviant behavior of professionals, 
specifically in the legal and auditing 
professions.
Professionals, by virtue of their 
special training and knowledge are 
granted greater autonomy than those 
in other occupations. In exchange for 
autonomy, professionals must 
demonstrate a high level of com­
petence and ethicality. Professionals 
establish codes of ethical conduct 
which guide their members to follow 
prescribed ethical norms.
Sociologists have several theories to 
explain deviant behavior. An examina­
tion of the theories suggests reasons 
for differential adherence to ethical 
norms among professionals. The 
degree of adherence to the ethical 
norms serves as a measure of deviant 
behavior.
Theories on Deviance
For many years sociologists have 
attempted to explain the causes of de­
viant behavior. Frazier (1976) con­
tended that there have been three 
broad theoretical approaches to 
explain deviant behavior which he 
termed: (1) control; (2) societal reac­
tion; and (3) socialization.
(1) Control theory suggests that de­
viance results from the inability of 
societies or groups to prevent its oc­
currence; that is, it lacks social control. 
Frazier (1976) pointed out that control 
theory is as much a theory of con­
formity as it is a theory of deviance 
stating:
Human action, under normal condi­
tions of social organization, is seen 
to be regulated by social norms, and 
deviance is considered minimal 
precisely because behavior is 
regulated. But when the social 
organization is for some reason 
disrupted, the control force of norms 
is weakened or broken, leaving 
human beings unregulated and 
thereby free to deviate.
Durkheim’s (1933) work was an 
antecedent for control theory. He 
found that integration of social groups 
was an important variable in ex­
plaining deviance. Disintegrated 
groups could not constrain individual 
conduct and the more disintegrated 
the groups, the more likely the de­
viance. Durkheim argued that when 
unregulated by society’s moral authori­
ty, individual behavior will be unlimited 
and will follow basic appetites and per­
sonal interests. Other proponents of 
control theory include Reiss (1951), 
Nye (1958), Matza (1964), and Hirschi 
(1969).
(2) Societal reaction theory ex­
amines the effect of negative social 
reactions on individual rule-breakers 
and their behavior. It is societal reac­
tion which precipitates and shapes pat­
terns of deviant behavior. Societal 
reaction theory suggests that deviance 
is primarily the result of acceptance of, 
and conformity to, negative expecta­
tions inherent in labels that are applied 
when one is reacted to as a deviant. 
Proponents of the societal reaction ap­
proach to deviance are Tannenbaum 
(1938), Lemert (1951), Becker (1963) 
and Goffman (1961).
(3) Socialization theory asserts that 
deviant behavior is learned and 
transferred to the individual from his 
social setting. The internalization of 
values is the ultimate force causing de­
viant behavior in individuals. Central to 
the socialization approach is the con­
cept of anomie. Anomie is translated 
as normlessness — a state of societal 
deregulation where norms are ineffec­
tive as sources of social control. It 
arises because the division of labor 
fails to produce sufficiently effective 
contacts between its members and 
adequate regulations of social 
relationships.
Durkheim (1933) initially identified 
the concept of anomie and applied it 
to his classic study on suicide. He 
determined that suicides were oc­
curring during a state of anomie. This 
state of anomie was created by an 
abrupt breakdown of social controls, 
norms, and standards. It was at this 
time or shortly thereafter that deviant 
behavior was most likely to occur.
Merton (1938) who redefined 
Durkheim’s concept of anomie, 
regarded deviant behavior as a symp­
tom of a disorganized society. That is,
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when the cultural system was not coor­
dinated with the social system, socie­
ty was “malintegrated.” Merton con­
tended that “when all members of a 
society share the same goals but the 
legitimate means for achieving the 
goals are not equally available or not 
available at all to some segments, 
society would be malintegrated and 
high rates of deviance may be 
expected.”
Merton concluded that individuals 
develop values and behavior patterns 
relative to their location in the social 
structure. If one’s position in the social 
structure was especially exposed to 
disequilibrium between cultural goals 
and institutional means, deviant 
behavior was more probable. Merton 
also stated that “... the greatest 
pressures toward deviation are exerted 
on the lower social strata” Many in the 
lower social strata do not conform to 
institutional norms because of the ex­
istence of other cultural goals.
Socialization theory asserts 
that internalization of values 
is the ultimate force causing 
deviant behavior in 
individuals.
Cohen (1966) and Cloward and 
Ohlin (1960) extended Merton’s theory 
of anomie. Cohen contended that 
lower-class individuals, especially, 
were pressured into situations which 
were likely to result in deviant behavior. 
Cloward and Ohlin asserted that the 
“social support of a subculture of de­
viant peers contributed to deviant 
behavior.” Individuals were likely to 
emulate and become socialized into 
the deviant roles that were available in 
the immediate environment.
In summary, the socialization ap­
proach attempts to explain deviant 
behavior within the framework of the 
social organization. Pressures and op­
portunities for deviant behavior may 
vary according to one’s location in the 
social strata. If one has access to de­
viant subcultures and the opportunity 
presents itself when a period of 
anomie exists, deviant behavior is 
more likely to occur.
Review of the literature on deviance 
suggests alternative theoretical ap­
proaches for studying misconduct 
among professionals. Much empirical 
research to date examining miscon­
duct of professionals has followed the 
socialization approach to deviance.
Empirical Studies on 
Professional Misconduct
This section reviews five major 
empirical studies on misconduct of 
professionals. Each follows the 
“socialization” approach which 
focuses on structural explanations for 
deviance. These studies suggest that 
a professional’s location within the 
social organization of a profession 
determines the pressures and oppor­
tunities to violate professional rules of 
ethical conduct. Factors such as the 
type of firm, clients, and colleagues 
may vary across different social strata 
of a profession. These studies suggest 
that differential adherence to rules of 
ethical conduct by professionals may 
be related to location within the social 
strata of the profession.
The empirical studies which will be 
reviewed are by Carlin (1966), Handler 
(1967), Loeb (1970), Yerkes (1975) and 
Schilit (1981).
Summary of Carlin’s Study (1966) 
The most comprehensive study of de­
viant behavior in the legal profession 
is Carlin’s study of New York City 
lawyers. Carlin considered the social 
setting in which the lawyer worked an 
important factor in explaining unethical 
behavior. The focus of his study was 
on the social system of the lawyer and 
on situational pressures and oppor­
tunities he experienced to engage in 
unethical behavior.
Carlin found significant differences 
within the social organization of the 
legal profession. He concluded that the 
size of the law firm determined the 
degree of situational inducements to 
violate norms. Lawyers in large law 
firms had different types of: practices, 
clientele, and income than lawyers in 
small firms and sole practitioners. 
Those in large firms were the most 
financially secure, and they received 
the most pressure to conform to and 
Carlin concluded that 
unethical behavior was the 
result of situational pressures 
and one’s inner disposition.
the least pressure to violate norms. In 
contrast, lawyers in small firms and 
sole practitioners were exposed to 
greater client pressure and had more 
opportunities to violate professional 
and community norms.
Carlin found that colleagues were an 
important element of the lawyer’s 
social system. Based on the lawyers’ 
attitude toward professional ethics, 
Carlin classified each law firm into a: 
(1) permissive; (2) strict; or (3) mixed 
group. He found that those in per­
missive firms were most likely while 
those in strict firms were least likely to 
violate rules of ethical conduct. He 
found that seniority was important 
since the longer one was in a per­
missive office, the more likely he was 
to be involved in unethical behavior. 
Conversely, the longer one was in a 
strict firm, the less likely he was to 
behave unethically.
Carlin found that the size of the firm 
was related to unethical behavior, 
although not directly. When lawyers in 
large and small firms practiced under 
similar conditions, there was little dif­
ference in their rates of conformity or 
nonconformity to ethical rules. 
However, lawyers in these two settings 
rarely practiced under similar condi­
tions. Factors such as: type of clients; 
social background; and educational 
level differentiate large and small firm 
lawyers, and these factors directly af­
fect ethical behavior.
Carlin also examined the importance 
of personality, or “inner disposition” 
(ethical concern) in explaining 
unethical behavior. He found that 
lawyers with a low concern for ethics 
were most likely and those with a high 
concern were least likely to behave 
unethically.
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He concluded that unethical 
behavior was a result of situational 
pressures and the inner disposition of 
the lawyer. But while the inner disposi­
tion to be ethical was spread evenly 
throughout the legal profession, the 
situational pressures to be unethical 
“were greatest at the lower end of the 
profession.’’
A professional’s location 
within the social stratification 
of a profession may deter­
mine the pressures and op­
portunities to violate ethical 
norms.
Summary of Handler’s Study 
(1967) Handler studied the legal pro­
fession in Milwaukee, a middle-sized 
midwestern city, and confirmed many 
of Carlin’s results. He suggested that 
deviant behavior was related to the 
stability and wealth of a lawyer’s 
clientele and to his opportunities to 
commit ethical violations. He found 
that a highly integrated professional 
bar that consisted of small firms and 
that did not specialize received little 
competition from other occupations. 
Handler found only minor violations of 
professional norms which he con­
cluded resulted from the less com­
petitive small city bar. He suggested 
that in a big city bar violation of com­
munity norms would probably be more 
common.
Summary of Loeb’s Study (1970) 
Loeb examined factors that account for 
variation in ethical behavior in the 
Milwaukee professional auditing com­
munity. He studied such factors as: 
client pressure; opportunities to violate 
norms; clientele; ethical concern; at­
tentiveness to ethical issues; office col­
league relations; and professional 
organization membership to ethical 
behavior. Loeb concluded that varia­
tion in ethical behavior seemed to be 
related to two components; (1) the ac­
countant’s place in the professional 
stratification system; and (2) certain 
characteristics that are unique to the 
individual CPA.
Among the findings in the Loeb 
study were the following:
(1) Accountants with high-status 
clients experienced less pressure 
to violate ethical norms than ac­
countants with low-status clients.
(2) CPAs with marginal practices had 
greater vulnerability to client 
pressure and because of 
economic reasons would be more 
likely to violate the code.
(3) As the accountant’s opportunity 
to violate the code increased, the 
frequency with which he violated 
also increased.
(4) A strict office attitude (toward the 
code) was likely to decrease the 
willingness of its members to 
violate the code, while a per­
missive attitude was likely to 
reinforce the accountant’s 
vulnerability to outside pressures 
to violate.
(5) An accountant’s ethical behavior 
was affected by his concern with 
ethics, his attentiveness to ethical 
issues, and his membership in 
the AICPA. A high attentiveness 
to ethical issues increased the ac­
countant’s likelihood to act 
ethically.
Summary of Yerkes’ Study (1975) 
Yerkes, who studied Certified Public 
Accountants (CPAs) and Public Ac­
countants (PAs) in Cincinnati, Ohio, 
replicated the methodology employed 
by Carlin and Loeb. He examined 
adherence of CPAs of national and 
local firms and of Ohio PAs to the 
AICPA Code of Professional Ethics. 
Yerkes found that the accountant’s 
location in the social organization of 
the profession influenced his 
adherence to the Code of Professional 
Ethics. This location determined the 
accountant’s type of work, clientele, 
and pressures to violate ethical 
standards.
Yerkes found that members in na­
tional firms had the highest conformi­
ty to the AICPA Code of Professional 
Ethics. He concluded that the greater 
emphasis on auditing by national firms 
was an important reason for their high 
ethical behavior. He found that local 
CPAs and PAs (which performed the 
least auditing) had the lowest 
adherence to the AICPA Code of Pro­
fessional Ethics. Yerkes found that 
local CPAs felt the greatest pressure 
from peers and clients since they were 
more dependent on a few large clients, 
and they faced fierce competition from 
nonprofessionals.
Yerkes concluded that as the 
vulnerability to commit unethical acts 
and as the opportunity to do so rose, 
the accountant’s chances of violating 
the Code of Professional Ethics also 
rose. Local CPAs were most 
vulnerable to client pressure, but PAs 
exhibited the most unethical behavior 
because of what Yerkes called “indif­
ference and isolation’’ and because 
they were involved in the least amount 
of auditing work of all three segments 
of the accounting profession.
Yerkes found that local CPAs 
felt great pressure from peers 
and clients and they faced 
fierce competition from 
nonprofessionals.
Summary of Schilit’s Study (1981) 
The Schilit study, which is an exten­
sion of these recent empirical studies 
on professional misconduct, examines 
adherence to ethical standards within 
the auditing profession. Specifically, it 
focused on the likely compliance with 
rules of ethical conduct on auditor in­
dependence by practitioners who do 
audit work.
Similar to the four empirical studies, 
Schilit also followed the “socialization 
approach” to explain the misconduct 
of professionals. A professional’s loca­
tion within the social stratification of a 
profession may determine the 
pressures and opportunities to violate 
ethical norms. The auditing profession 
can be stratified according to firm size 
as: (1) large; or (2) small. Socialization 
theory suggests that members in dif­
ferent strata face differential in­
ducements and pressures which might 
lead to differential compliance with 
professional norms. Merton (1938) and 
others suggested that those in the 
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lower strata (small firms) may face 
greater pressure to violate ethical 
norms and might succumb to this 
pressure and violate the norms.
The study examined the propensity 
of auditors to violate selected rules of 
ethical conduct on audit-independence 
and identified factors associated with 
such violation. Data were obtained by 
presenting participants twelve 
hypothetical cases involving potential 
violations of independence rules and 
asking them how they would act in the 
cases presented.
Results indicated that those auditors 
surveyed showed a propensity to 
violate and to reject various rules of 
ethical conduct on independence mat­
ters. Descriptive statistics revealed 
that few auditors indicated a propen­
sity to adhere to or to accept all twelve 
independence cases presented. Chi- 
square, regression analysis, and log- 
linear modeling indicated that firm size 
was the major factor in explaining dif­
ferential adherence to independence 
rules.
The study contributes to the 
literature by: (1) extending previous 
research on ethical conduct by focus­
ing on compliance to specific rules of 
conduct on audit-independence; (2) 
confirming conclusions of these 
previous studies which found some 
noncompliance to rules of ethical con­
duct; (3) introducing log-linear model­
ing, a different and a theoretically 
correct method for evaluating the fac­
tors explaining differential adherence 
to the rules of ethical conduct; and (4) 
confirming socialization theory on de­
viance and related empirical studies on 
misconduct of professionals which 
suggest differential adherence to rules 
of ethical conduct may be explained by 
firm size.
The Schilit study suggests dif­
ferential adherence to rules of 
ethical conduct may be ex­
plained by firm size.
Significance, Implications 
and Future Research
Recently, critics have questioned 
the motives of professions and profes­
sionals, suggesting a lack of strong 
community commitment and a failure 
to meet societal needs by profes­
sionals. In particular, the auditing pro­
fession has recently been under closer 
scrutiny by the SEC, following two 
Congressional Committee investiga­
tions which questioned professional 
autonomy.
In part, to test whether professionals 
met societal expectations of high 
ethical behavior, several researchers 
have examined the ethical conduct of 
professionals. These studies have em­
pirically tested whether professionals 
adhered to established rules of ethical 
conduct. The results of each study 
found differential adherence to ethical 
norms, with differences in firm size be­
ing the most important explanatory 
factor.
The Schilit study is significant for 
several reasons.
(1) Similar to results from previous em­
pirical studies on misconduct of profes­
sionals, it found a propensity among 
auditors to violate several rules of con­
duct on ethical behavior. Results in­
dicated that on the average, auditors 
showed a propensity to violate one- 
third of the cases presented. Since it 
was assumed that competent and 
ethical professionals should comply 
with all rules of ethical behavior, the 
results indicated a potential problem of 
noncompliance.
This finding lends support to critics 
who contend that professionals have 
failed to meet their responsibilities. 
The results of this study can, in part, 
give an indication to whether auditors 
are meeting their professional respon­
sibilities to act ethically. Based upon 
results from this limited sample in 
Baltimore, it is questionable whether 
these auditors are acting responsibly.
(2) Policy-makers, such as the SEC, 
the AICPA, and/or the Congress, may 
wish to consider these findings in their 
attempt to improve the financial repor­
ting process. Results of this study, 
while limited in scope to Baltimore, 
suggested a propensity among 
auditors to violate several rules of 
ethical conduct on independence pro­
mulgated by the SEC and the AICPA.
These policy-makers or other re­
searchers may wish to investigate 
causes for the apparent problem of 
noncompliance with several rules of 
ethical conduct.
Socialization theory teaches 
that deviant behavior is learn­
ed and transferred to the in­
dividual from his social or 
organizational setting.
(3) Results of this research suggest 
that noncompliance of audit­
independence rules may be pervasive 
in the population studied. Reasons for 
the apparent lack of compliance could 
range from a simple lack of awareness 
or understanding to a willful disregard 
for the rules. Research could address 
reasons for noncompliance with rules 
of ethical conduct on audit­
independence. If further investigation 
indicates the problem results from the 
auditors’ lack of awareness or 
understanding of the rules of conduct, 
then additional training and better 
communication by the rule-makers 
could be considered. If, however, fur­
ther investigation finds noncompliance 
results from a willful disregard for the 
rules, then stronger and more forceful 
disciplinary actions may be necessary 
to punish the violators.
(4) Similar to results in previous em­
pirical studies, this research found 
differential adherence to audit­
independence rules based on firm 
size. Auditors employed by small firms 
appeared more likely to violate rules of 
conduct than those employed by large 
firms. Since this finding confirms Loeb 
(1970) and Yerkes (1975), more 
evidence suggests that firm size may 
be an important determinant in ex­
plaining differential adherence to rules 
of ethical conduct. Research could be 
considered to examine factors 
associated with firm size that account 
for the differential adherence to rules 
of ethical conduct.
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Findings of differential adherence to 
audit-independence rules based on 
firm size is consistent with socialization 
theory of deviance. Socialization 
theory teaches that deviant behavior is 
learned and transferred to the in­
dividual from his social setting. 
Therefore, values of an individual may 
be shaped by factors associated with 
his or her organization. These values 
may affect compliance to rules of 
ethical conduct.
Summary
The objective of this paper was to 
present theoretical and empirical 
evidence on the misconduct of profes­
sionals. Several broad theoretical ap­
proaches to explain deviant behavior 
— (1) control; (2) societal reaction; and 
(3) socialization — were reviewed. 
Socialization theory, which includes 
anomie, contends that individuals 
develop values and behavior patterns 
relative to their location in the social 
structure.
These recent empirical studies of 
the legal and auditing professions, 
which followed the socialization theory 
of deviance, suggested that differen­
tial adherence to rules of ethical 
conduct was based on location in the 
professional community. Professionals 
in different social strata within the 
social organization of a profession fac­
ed differential pressures and oppor­
tunities to violate professional norms. 
These studies found that members in 
the lower social strata faced greater 
pressure to violate professional norms. 
Such factors as the type of clientele 
and colleagues, and the size of prac­
tice affected conformity to ethical rules.
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Respondents were asked to evaluate 
statements concerning:
1) A list of SSARS No. 1 procedures.
2) Use of analytical review 
procedures.
3) Their opinions about banker and 
client understanding of review 
reports.
4) Their overall assessment of 
SSARS No. 1.
5) The extent to which they actually 
use engagement and represen­
tation letters when performing 
compilations and reviews.
REVIEW
By Wayne G. Bremser and Robert P. Derstine
The following biographical data were 
collected for the purpose of analyzing 
the responses:
1) Number of review engagements 
performed or supervised which 
was used as a measurement of 
review engagement experience.
2) Number of professional personnel 
in the respondent’s firm which 
was used to measure firm size.
3) Whether the respondent’s firm is a 
member of the AICPA Division 
for CPA firms.
On July 1, 1979, Statement on Stan­
dards for Accounting and Review 
Services No. 1 (SSARS No. 1) in­
augurated a new era in reporting on 
non-public companies by CPAs.1 It 
specified procedural and reporting 
standards for two levels of service — 
compilations and reviews of financial 
statements. SSARS No. 1 required 
CPAs to issue either a compilation or 
review report for nonpublic firms in­
stead of the disclaimer report required 
by the superseded unaudited 
standards.
Since SSARS No. 1 was a major 
change in reporting, some implemen­
tation problems could be reasonably 
expected. Based on this perspective, 
our study’s basic objective was to 
discover how practitioners viewed the 
recommended compilation and review 
procedures and reporting re­
quirements of SSARS No. 1. Data was 
collected by interviewing CPAs and 
mailing a questionnaire to CPA firm 
partners.
Background
In performing a compilation engage­
ment, the accountant is required to ob­
tain a general understanding of the 
client’s business transactions, the ac­
counting records, the qualifications of 
accounting personnel, and the form 
and content of the financial 
statements. The accountant must also 
read the financial statements before is­
suing a compilation report. The ac­
countant’s compilation report does not 
express an opinion or any other form 
of assurance.
For a review engagement, the ac­
countant must obtain an understand­
ing of the client’s industry and 
business, make inquiries, and perform 
analytical review procedures. In the 
standard SSARS review report, the ac­
countant expresses limited assurance. 
The report states, “we are not aware 
of any material modifications that 
should be made to the accompanying 
financial statements in order for them 
to be in conformity with generally ac­
cepted accounting principles.’’ The 
report also states that inquiries and 
analytical review procedures were 
used.
Our questionnaire was mailed to 400 
CPA firm partners. One hundred and 
twenty usable responses were re­
ceived (a 30 percent response rate).2 
Every CPA firm partner performed at 
least one SSARS review. Fifty-four per­
cent of the CPAs were from smaller 
firms with ten or fewer professionals. 
Of the 107 CPAs who answered the 
questions about AICPA Divisions for 
CPA firms membership, 53 (or 50 per­
cent) declared their membership.
Findings
Questions presented in a statement 
format were asked to test the CPA firm 
partners’ assessment of SSARS No. 
1.3 The CPAs could answer using a 
scale from one to five, indicating strong 
disagreement, disagreement, undecid­
ed, agreement and strong agreement, 
respectively. In general, the responses 
indicated two things:
1. Few respondents were undecided 
on their feelings towards
SSARS No. 1 procedural and 
reporting requirements.
2. There is substantial divergence 
in the respondents’ attitudes.
Reporting Procedures
The first group of statements in the 
questionnaire tested the respondents’ 
attitudes towards reporting procedures 
disallowed by SSARS No. 1. For three 
of the seven statements, a majority of 
the respondents agreed with reporting 
procedures disallowed by SSARS 
No. 1. Specifically a majority of the
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practitioners responding to the ques­
tionnaire agree that: 1) a CPA should 
not be required to issue a compilation 
report to accompany a pencil draft of 
financial statements prepared by the 
CPA if the CPA’s name is not other­
wise associated with them, 2) a com­
pilation report is not justified when a 
CPA just reads, types, and reproduces 
client prepared statements, and 3) a 
CPA should have a right to specify in 
a compilation report that the financial 
statements are “for management pur­
poses only”.
In addition to disagreement with 
these three reporting requirements of 
SSARS, the issue of whether a 
nonindependent CPA should be al­
lowed to issue a review report caused 
an almost equal split among the prac­
titioners. Forty-eight percent of the 
respondents believed a review report 
should be allowed as long as the lack 
of independence is disclosed. Fifty-two 
percent of the respondents agreed 
with the SSARS prohibition on issuing 
a review report when independence is 
lacking. There were no undecided 
answers.
Analytical Review Procedure on a 
Review Engagement
Two questionnaire statements were 
asked involving analytical review pro­
cedures. There was considerable sup­
port for analyzing year-to-year changes 
in account balances. However, almost 
30 percent of the respondents did not 
feel even this most fundamental level 
of analytical review was required in a 
review engagement. There was even 
less agreement with the necessity of 
performing ratio analysis of important 
financial statement components. Forty- 
three percent of the respondents did 
not believe ratio analysis must be per­
formed on a review engagement. The 
extent of the respondents non-usage 
of analytical review procedures was 
surprising because SSARS No. 1 
specifically states that the desired level 
of assurance required for a review 
report should be achieved by using 
both inquiries and analytical review 
procedures. We interviewed CPAs on 
these findings and found that some of 
them never use analytical review as an 
SSARS review procedure.
We foresee this as a problem facing 
the profession because the wording in 
SSARS No. 1 does emphasize analyt­
ical review procedures. Also, the stan­
dard SSARS review report states that 
analytical review procedures were 
used. This divergence between the 
SSARS review report and practice is 
potentially serious.
Banker and Client Understanding
When SSARS No. 1 was issued, 
some CPAs were very concerned 
about the confusion the new levels of 
services might cause. There was fear 
of confusion among clients and 
financial statement users. Bankers are 
probably the most frequent users other 
than management. Respondents were 
asked the extent to which they agreed 
with the statements that “bankers 
seem to understand review reports” 
and “clients seem to understand 
review reports”.
Only a minority of the CPA firm part­
ners (35 percent) agreed that bankers 
seem to understand the meaning of an 
SSARS review report; (34 percent 
agreed that clients understand). The 
authors’ interviews with CPAs support 
these findings. A few CPAs also in­
dicated that some clients and bankers 
misunderstood the meaning of an 
audit report. If the CPAs impressions 
are valid, a crucial problem exists.
The issuance of SSARS No. 1 in 
December 1978 was followed by a bar­
rage of seminars for CPAs, bankers, 
and other business groups sponsored 
by various professional organizations. 
The AICPA and state societies sup­
plied free pamphlets to CPAs for their 
clients and other interested parties. A 
more extensive and continuing educa­
tional effort seems to be needed. The 
profession faces an ongoing challenge 
to educate the public on the difference 
among audits, reviews, and 
compilations.
Overall Assessment
The CPA firm partners’ overall 
assessment of SSARS No. 1 was very 
favorable. Most of the respondents (65 
percent) disagreed that the procedures 
recommended by SSARS No. 1 are 
too extensive. Only 15 percent agreed 
with the proposition of having another 
level of assurance somewhere be­
tween a review and an audit. Only 23.1 
percent viewed the reporting re­
quirements for compilations and 
reviews as being too complicated. In 
response to the statement, “having 
compilation and review is a significant 
improvement over just unaudited ser­
vices”, 63 percent agreed. While there 
are some disagreements with SSARS
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No. 1, most CPAs interviewed seem­
ed to like being able to offer clients a 
choice of a compilation or a review as 
an alternative to an audit.
Conclusions
Overall, questionnaire results in­
dicated that CPA firm partners viewed 
compilation and review reporting as a 
significant improvement over having 
only unaudited services. However, 
there was considerable dissatisfaction 
with certain aspects of compilation and 
review reporting. Preliminary and 
follow-up interviews with CPAs support 
the questionnaire findings of some 
disenchantment with SSARS No. 1’s 
requirements. Perhaps the greatest 
problem identified by this study was 
the perception by the CPA that 
bankers and clients generally do not 
understand the meaning of a review 
report.
The study identifies several 
challenges for the profession. The 
greatest one is for all practitioners to 
educate the public about the meaning 
of a review report. In addition, an in­
creased effort is needed to convince 
practitioners of the propriety of some 
of SSARS requirements or perhaps 
new standards are needed for more 
controversial aspects of SSARS No. 1. 
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NOTES
1American Institute of Certified Public Accoun­
tants, Compilation and Review of Financial 
Statements, Statement on Standards for Accoun­
ting and Review Services No. 1 (AICPA 1979).
2A comparison between early and late 
responses to the questionnaire revealed no ap­
parent differences. This test for nonresponse 
bias assumes late respondents are similar to 
nonrespondents (see Oppenheim, H.N., Ques­
tionnaire Design and Attitude Measurement, 
Basic Books, 1966).
3For a complete copy of the questionnaire and 
the responses received, write directly to the 
authors.
Robert Derstine, Ph.D., CPA, is 
associate professor of accountancy at 
Villanova University. He earned a BS 
and MBA from Drexel University and a 
Ph.D. from the State University of New 
York at Buffalo. He has authored 
several articles and is a Villanova 
recipient of the Lindback Award for 
teaching excellence. He is a member 
of the American Institute of CPAs and 
the Pennsylvania Institute of CPAs.
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Reviews
Editor:
Jewell Lewis Shane, CPA 
Lewis-Shane CPA 
Cincinnati, Ohio 45202
Forensic Accounting — The 
Accountant as Expert Witness 
by Francis C. Dykeman, John Wiley 
& Sons, New York, New York, 1982.
Sitting in front of a judge, jury, and 
opposing attorney, debating (or defen­
ding) a particular accounting principle 
or application seems to be a recurring 
fear of many CPAs. Francis C. 
Dykeman deals with these fears in his 
book, Forensic Accounting, as they 
concern the litigation situation where 
the accountant is being called upon to 
share his knowledge as an expert ac­
counting witness.
Mr. Dykeman appears well-qualified 
to author this type of book, which 
evolves as a handbook for the poten­
tial expert witness. He is a CPA in 
three states, an Attorney at Law in New 
York, and a retired partner of Price 
Waterhouse with a list of impressive 
credentials including service as an ex­
pert accounting witness.
Mr. Dykeman attempts to prepare 
the potential expert witness for the 
possible situations he will face on the 
witness stand. He first describes the 
general environment of the judicial pro­
cess as both an adversary and 
decision-making activity. The role of 
the expert accounting witness is to 
assist the judge and jury in assem­
bling, analyzing, interpreting and 
presenting the vast body of facts pre­
sent in most business litigation cases. 
Once on the witness stand, the expert 
witness must have the ability to answer 
questions quickly and accurately 
without the benefit of deliberation or 
consultation with other colleagues.
The witness must be very 
knowledgeable in his or her area of ex­
pertise yet able to communicate with 
a judge and jury on a level which is 
easy for them to understand. He must 
be very creative, organized and flexi­
ble, and must be able to withstand the 
pressure of extensive cross-examina­
tion. In contrast to a regular witness, 
the expert witness is not limited to 
testimony on facts or opinions 
developed directly from facts known 
directly to the witness, but also on facts 
known to others, thus increasing the 
skill required of the expert witness in 
organizing and using available 
information.
Direct testimony is most often the 
primary role of the expert witness. The 
accountant may be called on to be a 
witness for either the plaintiff or the 
defendant. As a witness for the plain­
tiff, the accountant will usually be 
developing information from the books 
of the plaintiff to quantify alleged 
damages, often through use of 
mathematical models. Preparation of 
the testimony for the defendant can be 
“...a burdensome and complex under­
taking” because the records of the 
plaintiff must be used in a more 
creative approach to develop alternate 
damage estimates. The author 
presents several clear examples of 
cases involving the development of 
direct testimony which include exhibits 
of charts and graphs which could be 
used to explain the testimony.
Accountants also can be very helpful 
in the areas of negotiating settlements 
and disbursing awards. Since most 
litigation is settled before it actually 
reaches the courts, there is a great 
need for accountants to assist 
business executives in negotiating 
these settlements. Negotiating is ”... 
a decision-making process largely con­
cerned with the establishment of a 
monetary value to settle a dispute.” 
The author offers two possible ap­
proaches to settlement negotiations, a 
pragmatic and a mathematical ap­
proach, complete with suggested 
steps and examples. Though often 
forgotten in litigation, the area of 
disbursing cash awards, particularly in 
class action suits, provides opportuni­
ty for accounting services. The author 
gives an example of a class action suit 
in which a $39,600,000 settlement 
fund was to be distributed to 885,000 
members of the class action. Quan­
titative and statistical techniques are 
particularly helpful in this area where 
the objective is to obtain swift, efficient 
distribution at the lowest possible cost.
In order to ease the anxiety of the 
potential expert witness, the author 
provides extensive background 
material on the legal system itself, in­
cluding the roles of the attorneys, 
judge and jury, courtroom procedures, 
and legal history. Also included are 
glossaries of legal and accounting ter­
minology and a topical index.
Mr. Dykeman has succeeded in 
writing a very clear readable book. 
Forensic Accounting provides valuable 
reference material for those accoun­
tants who may be called upon by 
clients or attorneys to serve as expert 
witnesses. In addition, it provides 
valuable insight from the viewpoint of 
a well-informed accountant and at­
torney into the judicial system as it may 
affect our clients.
Linda J. Zucca, MBA, CPA
Case Western Reserve University 
Cleveland, Ohio
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By Carole B. Cheatham
Standard III (3) of the American 
Assembly of Collegiate Schools of 
Business (AACSB) Accreditation 
Standards for accounting programs 
says:
A significant proportion of all faculty 
should strive to obtain relevant 
professional accounting experience 
regularly throughout their professional 
careers. “Regularly” means at least 
sixty days of experience within the 
most recent five-year period. 
“Relevant” means the experience 
should be related to the subject 
matter content of the courses 
generally taught by the faculty 
member.1
This standard is sometimes difficult to 
meet for faculty members who teach 
in the managerial accounting area. 
Although public accounting firms have 
provided some opportunities in the 
form of faculty internships for faculty 
teaching in the financial accounting 
area, there are very few comparable 
opportunities with industrial firms.
Part of the problem is that the 
experience requirement is relatively 
new, and opportunities have not yet 
developed. The Standards for 
Accreditation of Accounting Programs 
were approved by the Accreditation 
Council of the AACSB on June 13, 
1980.2 Prior to that time, there was no 
formal requirement that accounting 
teachers have professional experience.
For schools offering five-year 
accounting programs, the standards 
require that 40% of the full-time 
equivalent faculty who teach courses 
offered in the first three years have 
relevant experience, and that 60% of 
the full-time equivalent faculty who 
teach courses offered in the last two 
years have relevant experience.3 In 
order for this proportion of the faculty 
teaching managerial courses at most 
schools to meet the experience 
requirement, some initiative will be 
necessary on the part of accounting 
administrators and individual faculty 
members. Some of the problems 
include finding opportunities, formula­
ting short-range projects for faculty to 
pursue when working with industrial 
firms, and setting guidelines for the 
employer firm and the faculty partici­
pant.
Finding Opportunities
Hardly anyone in or out of the 
teaching profession would deny that 
having relevant professional 
experience is a worthwhile attribute for 
any professor. However, finding a 
means to gain the experience is often 
difficult. It is a little like asking an 
accountant in industry or public 
accounting to take off time to do a stint 
of practice teaching. In the case of 
managerial accounting, it is like asking 
that they not only do some practice 
teaching but also find a school that is 
willing to have them.
As an accounting teacher in the 
managerial area, I found myself 
looking for ways to meet the 
experience requirement last year. 
Through contacts with faculty 
members at another school, I was able 
to set up a two-week internship during 
the summer of 1983 with an Arkansas 
food processor under the direction of 
their Vice President of Finance. This 
proved to be a beneficial experience 
for me and, I hope, for the firm.
The experience requirement can be 
met in a variety of ways. The standard 
itself cites consulting, serving on 
technical committees, serving on 
boards of directors, and developing 
case material as acceptable ways to 
gain relevant experience. However, 
there are many managerial accounting 
teachers who will not be able to fully 
meet the standard through these 
avenues. For most, technical 
committees and board of directors 
meetings will take only a few days a 
year. Many are not engaged in writing 
case books, and many have not 
developed consulting activities. In fact, 
in some schools consulting activities 
have been discouraged as being 
distractions to the main business of 
teaching. For many faculty members, 
meeting the standard will require some 
effort.
One logical method is for accounting 
administrators and individual faculty 
members to approach industrial firms 
and solicit internships or other short- 
range employment for faculty. 
Personal contact would seem the best 
way to approach firms. Contact can be 
made with firms which hire the 
school’s students and/or contribute 
support to the school. Other contacts 
can be made through organizations 
such as National Association of 
Accountants.
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A key ingredient in the contact 
should be stressing the benefits to the 
firm. For companies which hire the 
school’s students, one benefit is hiring 
students who have been taught by 
teachers with a more practical view of 
the business world. In addition, 
teachers with positive experiences 
with industrial firms may be more 
willing to recommend that type of firm 
to a student seeking employment.
Besides such indirect benefits, firms 
should be made aware of the 
immediate direct benefits of having the 
expertise of the faculty member for a 
period of time. In spite of “ivory tower” 
accusations, managerial accounting 
professors do have a lot to offer a firm. 
Professors can bring a variety of 
problem-solving tools to the job and 
can offer fresh approaches that may 
not be apparent to someone engaged 




Part of the problem with a faculty 
member working for short periods of 
time with industrial firms is that it is 
hard to get started on a meaningful 
project. Unless the faculty member has 
worked for a similar firm in the past, 
there is some orientation period. It 
requires some thought to arrive at a 
task that is worthwhile, fits the time 
period, and does not require that the 
teacher be completely familiar with that 
particular business.
In the case of the firm I worked with, 
I spent two days talking with the Vice 
President of Finance and the cost 
accountant, touring the plant, reading 
the cost accounting manual from their 
trade association, and learning about 
the business. After this orientation 
period, the Vice President of Finance 
and I discussed several projects that 
I might undertake. The project that we 
decided on was the designing of a 
system to trace product through the 
plant. Although the firm did trace 
product until it entered the doors of the 
plant and did have adequate controls 
on finished product in the warehouse, 
they felt a better system was needed 
for their packing process. The Vice 
President and I further agreed that the 
output of my efforts should be a written 
report to him with a copy to go to the 
Director of the School of Accountancy 
where I teach.
The most obvious benefit of 
faculty internships is a more 
realistic view of the work 
world.
Although my experience worked 
well, I think the ideal situation would 
be for the firm and the faculty member 
to agree ahead of time on a project. If 
this were the case, the faculty member 
could be doing some reading and/or 
research before beginning work. In 
addition, it might prevent a situation in 
which the faculty member arrives on 
the scene and no one knows what to 
have him or her do.
The project that I worked on proved 
to be somewhat ambitious for the two- 
week period I was to work. However, 
the cost accountant worked with me a 
great deal. Fortunately, the firm did 
have a strong commitment to having 
a good product tracking system and 
was willing to invest some time in the 
project. One of the worst things that 
could happen in an internship situation 
would be for the faculty member to be 
given “busy work.” Not only would it 
not be meaningful to either the 
business or the faculty participant, but 
members of the firm would most likely 
resent helping the faculty member.
In my case, I spent time viewing the 
production process and talked with the 
cost accountant and Vice President at 
length about possible approaches. 
Then I spent two days writing my 
report. I completed the report and 
submitted it to the Vice President the 
day before I left. He read it and we 
discussed it. We felt that the system 
was feasible and cost effective, and he 
indicated they would start using it the 
following week. The company 
management preferred that cost data 
be omitted from the copy of the report 
I gave to the Director at my school. 
With this omission, I submitted a copy 
to my Director when I returned.
Setting Guidelines
Although my personal experience 
with an internship was very positive, I 
can see that problems could occur if 
the faculty participant and the host firm 
do not have an understanding about 
certain aspects of the internship. The 
following are areas where some 
agreement or guidelines seem 
necessary.
Projects. As indicated above, a 
reasonable project should be agreed 
upon. The project should be 
something that is worthwhile to the firm 
and within the capabilities of the 
professor. If there is to be a certain 
output, such as a report, this should be 
understood by both parties.
Time Period. One consideration in 
developing opportunities for faculty 
members is the time period. Sixty days 
every five years can be divided a 
variety of ways — sixty days at one 
time, two thirty-day periods, twelve 
days a year, etc. Meeting the 
requirement by working part time is 
also possible. In deciding on a time, 
the faculty member must look at 
teaching assignments and family 
responsibilities. The firm’s time 
considerations include schedules of 
key personnel and the time required to 
complete projects that the faculty 
member may be working on.
Salary. It should be understood by 
both parties what salary will be paid 
and what expenses will be reimbursed, 
if any. For the faculty member, pay 
should be a secondary concern to 
gaining the experience. Professors 
with successful consulting experience 
can require appropriate fees, but this 
is not the group that will have difficulty 
meeting the experience requirement. 
For those who have done little 
consulting, even an “expenses only” 
basis may be appropriate. However, it 
seems that some remuneration should 
come from the firm because “free 
help” sometimes translates as 
“worthless help.” Some financial 
commitment probably means better 
utilization of the faculty member’s 
talents.
Work Place. An appropriate work 
place should be provided. Having a 
desk and the usual office supplies is 
necessary for the intern to function. If 
a desk cannot be provided, then a 
conference room table or other area 
should be set aside for his or her use.
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Commitment to the Project. Both 
the professor and the firm personnel 
should have a commitment to the 
project. Firm personnel should be 
aware that it will be necessary to spend 
some time working with the faculty 
intern. However, the faculty intern 
should recognize that the staff have 
their regular tasks to perform and 
should not demand more time than 
necessary, particularly during peak 
work load periods. In addition, the 
faculty member should expect to work 
on the same schedule as members of 
the firm.
Benefits to the Faculty 
Member
The benefits of faculty internships 
with industrial firms are many. The 
benefits to the firm were alluded to 
earlier. However, the faculty member 
also has much to gain from the 
experience.
One benefit is that the teacher gains 
material for cases, class illustrations, 
and problems. Giving tangible 
illustrations gives life to an otherwise 
dull lecture or exercise. Referring to 
lumber is more interesting than talking 
about direct material. Talking about a 
lathe operator is more exciting that 
discussing direct labor. Anything that 
helps the students visualize the 
process aids interest and learning.
The teacher also gains material for 
use in research and writing. Most 
teachers are under some degree of 
pressure to publish. Accreditation 
standards require scholarly research, 
and school administrations encourage 
it by at least partially basing 
promotions, tenure, and raises on 
research. Therefore, having fresh 
ideas for writing brings very personal 
benefits to the professor. However, 
giving the professor a new perspective 
also benefits those who read articles 
in scholarly journals. The editors of 
most journals are looking for and 
encouraging manuscripts with a 
practical emphasis because so few 
people outside the academic world will 
write.
The most obvious benefit of faculty 
internships is a more realistic view of 
the work world to be faced by the 
faculty member’s students. Probably 
most faculty who teach in the 
managerial area have worked in 
industry at sometime in their lives. 
However, it may have been several 
years in the past, and conditions are 
constantly changing.
Although gaining relevant 
professional experience in the 
management accounting area may 
require some initiative, the benefits are 
well worth the effort. Rather than view 
the experience requirement in a 
negative fashion, managerial account­
ing teachers should accept it as a 
positive incentive for updating their 
skills. Ω
NOTES
1Accreditation Council Policies, Procedures, 
and Standards, 1982-83, American Assembly of 
Collegiate Schools of Business, p. 39.
2Ibid., p. 31.
3Ibid., p. 39.
Carole B. Cheatham, Ph.D., CPA, is 
professor of accountancy at Mississippi 
State University. She is a former 
associate editor of The Woman CPA, is 
the author of a book entitled Cost 
Management For Profit Centers, and 
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Manuscript Guidelines
Content
Articles should be relevant to the 
field of accounting with focus on ac­
counting theory and practice, tax 
theory and practice, auditing, and 
other specialized areas related to ac­
counting. Most of the articles should 
be of broad interest to accountants in 
public practice, industry, government, 
education and other fields, although 
some may relate to specific industries 
or techniques.
Wanted are more articles of a prac­
tical nature that offer guidance in 
complex situations, or help resolve 
questions arising in practice or offer in­
sight to hidden problems. Articles 
should be of immediate interest or ap­
plicability although some space is 
dedicated to theoretical discussions.
Format
All manuscripts should be typed on 
one side of 8½" x 11" paper and be 
double-spaced, except for indented 
quotations, footnotes, and references. 
As a general rule, manuscripts should 
be as concise as the subject and 
research method permit. Margins 
should be at least one inch to facilitate 
editing.
The cover page should contain the 
title and author’s name.
When not in lists, numbers from one 
through ten should be spelled out, ex­
cept where decimals are used. All 
others should be written numerically. 
The manuscript should be written in 
the third person and in non-sexist 
language. Articles by one author 
should not employ the editorial “we.”
A helpful guide to usage and style 
is The Elements of Style by William 
Strunk, Jr. and E. B. White. It is 
published in paperback by Macmillan 
Publishing Co., Inc.
Length
Manuscripts of 2,000 to 3,000 words 
(eight to twelve typed pages) and no 
more than two tables are a good 
length. However, manuscripts should 
not exceed 4,000 words exclusive of 
tables or other illustrative material.
Headings
All headings should be flush left with 
the margin, with initial capital letters. 
Subheadings should be placed flush 
left with the margin, and underscored, 
with initial capital letters. If third-level 
headings are necessary, they should 
be indented the same as a paragraph 
indent, underscored, with only the in­
itial letter of the first word capitalized, 
and followed by a period with the text 
following immediately.
Tables and Figures
Each table and figure should appear 
on a separate page and bear an arabic 
number and a title. A reference should 
appear in the text for each table or 
figure.
Literature Citations
Footnotes should not be used for 
literature citations. Instead, the work 
should be cited by the author’s name 
and year of publication in the body of 
the text in square brackets, e.g., 
[Armstrong, 1977]; [Sprouse and 
Moonitz, 1962, p.2]; [Hendriksen, 
1973a]. Citations to institutional works 
should employ acronyms or short 
titles, where practical, e.g., [AAA 
ASOBAT, 1966]; [AICPA Cohen Com­
mission Report, 1977]; [APB Opinion 
No. 15]; [SFAS No. 5]; [ASR No. 191]. 
If an author’s name is mentioned in the 
text, it need not be repeated in the cita­
tion, e.g., “Armstrong [1977, p. 40] 
says...”
If a reference has more than three 
authors, only the first name and et. al. 
should appear in the citation. In the list 
of references, however, all of the 
names must be shown. As indicated in 
the Hendriksen citation, above, the 
suffix, a, b, etc. should follow the year 
when the reference list contains more 
than one work published by an author 
in a single year.
When the manuscript refers to 
statutes, legal treatises or court cases, 
citations acceptable in law reviews 
should be used.
Footnotes
Textual footnotes should be used for 
definitions and explanations whose in­
clusion in the body of the manuscript 
might disrupt the reading continuity.
Numerous footnotes and citations 
do not necessarily make for a better 
article and are not an indication of 
thorough research.
Reference List
When the manuscript cites other 
literature, a list of references to follow 
the text must be included. Each entry 
should contain all the data necessary 
for identification. The entries should be 
arranged in alphabetical order ac­
cording to the surname of the first 
author. Institutions under whose 
auspices one or more works without 
authors have been published should 
also be shown in alphabetical order. 
Multiple works by the same author(s) 
should be listed in chronological order 
of publication. Samples of entries are:
American Accounting Association, 
Committee to prepare a Statement of 
Basic Accounting Theory, A State­
ment of Basic Accounting 
Theory (1966).
American Institute of Certified Public 
Accountants, Report of the Study on 
Establishment of Accounting 
Principles, Establishing Accounting 
Principles (1972).
Sprouse. R.T., “Accounting for What- 
You-May-Call-lts,” Journal of Ac­
countancy (August 1966), pp. 45-54
Submission of Manuscripts
Three copies of each manuscript 
should be submitted. Manuscripts 
should not be submitted elsewhere. 
Previously published materials should 
not be submitted.
Manuscripts should be sent to the 
Associate Editor, Manuscripts, as 
listed on the table of contents of each 
issue.
All persons submitting manuscripts 
will receive a letter of acknowledge­
ment. Manuscripts are blind refereed 
and the process takes one to two 
months. Acceptance rate is approx­
imately thirty percent. Authors will be 
notified concerning acceptance, 
recommended revision or rejection of 
their manuscript. The author(s) of an 
accepted manuscript wil be asked to 
sign a “permission to publish” form.
The author(s) should include a brief 
biographical sketch (60 words or less) 
in paragraph form. See any issue for 
format. And, please, include your com­
plete address and telephone number.
32/The Woman CPA, April, 1984
After all, what's the point of a long sleeve shirt 
if it’s not the right sleeve length for you?
As many as 5 different sleeve lengths in a single 
size is just one example of the lengths we went to in craft­
ing this extraordinary shirt.
The RossFord Shirt's design: simple. By design.
Finally, the classic tailored shirt has been designed by women 
to fit a woman. The precision fit of the RossFord Shirt is a long 
overdue consideration of what it takes to make a well-tailored 
shirt look and feel right on a woman.
Achieving such finesse requires meticulous craftmanship. 
And for durability, materials of only the finest quality. The fabric, 
a 100% pure pinpoint cotton, the hallmark for softness and 
strength.
The result? A shirt for the uncompromising woman.
The colors of this classic edition: your choice of crisp, 
traditional White, or cool, lustrous Silver Pink.
The price, $58.
The RossFord Shirt may be purchased only directly from
RossFord Cloth, Ltd. To order, please detach and mail the form 
below to: RossFord Cloth, Ltd., Box 450, Riderwood, Maryland 
21139, or call 1-800-227-3800 and ask for extension 1258. Rossford Cloth Ltd.
RossFord Cloth, Ltd. Guarantee: If for any reason you are not pleased with your purchase, you may return the merchandise 
in its original condition for refund, credit or exchange.
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The RossFord Shirt Silver Pink @ $58 ea
Please indicate your method of payment:
□ Check enclosed for total amount due. 
payable to RossFord Cloth, Ltd.
MD residents add 5% sales tax 
Shipping & Handling 
TOTAL
To determine your correct sleeve length: 
Measuring your correct sleeve length is quite simple. 
And, of course, only needs to be done the first time 
you order.
Stand with arms relaxed at your side and head 
tilted forward. Have someone hold the beginning of 
the measuring tape at the base of the back of your 
neck, on protruding bone. Then have them run the 
tape from this bone straight across back to the 
shoulder, down the arm over the elbow to the bottom 
of your protruding wrist bone. Add 2½ inches to this 
measurement to determine the sleeve length to 
order. If the measurement falls between sleeve 
lengths by ½ an inch or more, order the next longer 
sleeve length.
□ MasterCard □ VISA
Credit Card
Account Number Expiration date 
Signature (required for charge orders) _________________________________________________________________________
Ship To: (Please Print)
NAME ___________________________________________________________________________________________________
ADDRESS_________________________________________________________________________________________________
CITY STATE ZIP ____________________________________________________________________________________________
© Copyright RossFord Cloth Ltd. 1984
“We specialize 
for a very basic reason. 
It’s good business: 
For us and for you’.’
Championship sports teams 
feature “specialists”—people who 
perform specific jobs in specific 
situations better than anybody 
else. A place-kicker who can put 
the ball through the goal posts 
from 40 yards out with only 3 sec­
onds left on the clock. A relief 
pitcher who can come in from the 
bullpen in the ninth inning with 
the tying run on third base and 
nail down the third out.
The same principle holds 
true for businesses: the most suc­
cessful companies today tend to 
be companies whose products 
and services meet a particular 
need in a particular market better 
than everybody else’s. And it’s a 
principle that holds true, I’m 
pleased to report, for Robert Half.
Personnel Specialists 
Do A Better Job, Too.
Robert Half specializes in 
providing the best accounting, 
financial and data processing per­
sonnel. And we are the largest 
organization of its kind, with 80 
offices throughout the U.S., and 
in Canada and Great Britain. Not 
that we haven’t been asked to 
broaden the scope of our serv­
ices: indeed hardly a day goes by 
when a client doesn’t call on us 
for a sales manager and an adver­
tising director, even a production 
person. But our philosophy today 
is the same as it was when I
started the company 35 years ago. 
We’d rather do a quality job in a 
concentrated area than attempt 
to deal with a host of unrelated 
fields.
Quality Attracts Quality.
The fact that we re the larg­
est in our field offers you, the 
employer, significant benefits. 
Through Robert Half, you have 
access to the highest caliber per­
sonnel in every job category 
within our field of specialization: 
the top accountants, controllers, 
credit managers. Everybody—a 
chief financial officer, and a book­
keeper, too. And in edp, you have 
access to data processing man­
agers, systems analysts, program­
mers, computer operators, and 
even quality data entry people.
With Robert Half, the odds 
are in your favor. You don’t have 
to compromise: you can find a 
quality person with the precise 
qualifications to fill your precise 
requirements. And don’t forget: 
our international network of 
offices can fill positions for you 
almost anywhere in the world.
We Live By Our Reputation.
We have a saying at Robert 
Half: there are some companies 
who’ve never used us, but very 
few companies who’ve only used 
us once. The fact is, clients who 
deal with us come back time and 
time again. And for good reason. 
We deliver what we promise.
Let Us Help You 
Hire Smart
Choosing a specialist like 
Robert Half to fill specialized jobs 
in your company makes sense. 
The prime advantage, is that if you 
hire smart the first time, you’ll 
get a professional who will meet 
your requirements and will get the 
job done. There’s another benefit 
to you: less turnover.
Think about it. The next time 
you need specialists in account­
ing, financial, bookkeeping or 
data processing, call your local 
Robert Half office. I can assure 




accounting, financial and edp 
personnel specialists.
© 1984 Robert Half International Inc. All offices independently owned and operated.
